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Tim Quinn, VP of finance at Northern Quest Resort & Casino, suds My pe he ae) 
calls annual budgets “kind of a crazy idea.’ 
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~House Money's on 
Rolling Forecasts 


MANAGEMENT ACCOUNTING 
D2 6 4 Forward Roll: ioe fonrinies Can Move 
Beyond Traditional Budgeting 


by Neil Amato 
Traditional budgeting, embraced by many as a way to control costs, seems too 
inflexible for today’s fast-changing business environment. This article shows why 
some companies have adopted a more nimble, rolling forecast. 

- For CPAs whose role includes budgeting 
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poet to Nee and Find New 
Clients Across Borders 

by Sabine Vollmer 

Social media can help target potential 
new clients from overseas, but interna- 
tional business development experts 
know when to use technology and when 
to rely on tradition. Test your network- 
ing skills and find out whether you pass 
border patrols. 


- For CPAs focused on business development, 
especially for international lines of business 





Us to ee as ae Chinese W hen 


You're in China 
by Sabine Vollmer 


As more U.S. companies rely on sales 
generated in China, CPAs working for 
and with multinationals need to become 


comfortable with the business culture 
and customs in the world’s second- 
largest economy. 


For CPAs working for multinationals and CPAs 
whose firms have multinationals as clients 
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A TwoStage Solution to Succession 
Procrastination 

by Joel Sinkin and Terrence Putney, CPA 

Why do so many CPAs put off retirement 
planning? Many CPAs fear losing control 
of their practice, losing income, or both. 
Fortunately, there’s an approach that ad- 
dresses both concerns. Find out more in 
the fourth installment of the series, “CPA 
Firm Succession: Solidifying the Future.” 
> For CPAs in public practice 


44| TAX / PERSONAL FINANCIAL 
PLANNING 

Self-Directed IRAs: A Tax 
Compliance Black Hole 

by Warren L. Baker, J.D. 

Investing in self-directed IRAs has be- 
come popular recently. This article ex- 
amines the tax and compliance risks 
investors face when they invest in non- 
traditional areas without the knowledge 
they need to protect themselves. 

> For CPAs with clients who invest in IRAs & 
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Transfer Pricing and Its Effect on 
Financial Reporting 

by John McKinley, CPA, CGMA, J.D., and John 
Owsley, Ph.D. 
Help multina- 
tional busi- 
ness clients 
traverse these 
high-compli- 
ance-risk pro- 
visions while 
managing tax- 
book differ- 
ences. 


> For CPAs who 
advise multina- 
tional business 
groups @ 
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NewsDigest 


AUDITING 
@ Fees for external audits of financial 
statements paid by U.S. public and private 
companies rose in fiscal year 2012 over 
the previous year, according to a new sur- 
vey report. 

Audit fees paid by 87 public companies 
averaged $4.5 million in FY 2012, ac- 
cording to a Financial Executives Interna- 
tional (FEI) report. That represented a 4% 
increase over the audit fees those same 
companies paid in the previous fiscal year. 

Private companies paid an average of 
$147,800 in total audit fees in FY 2012, a 
3% increase over their FY 2011 audit fees. 
Executives from 118 private companies 
participated in the survey. 

It was the third straight year of fee in- 
creases reported by public companies in the 
annual survey, which previously showed in- 
creases of 5% in FY 2011 and 2% in FY 
2010 after a fee decrease was reported in FY 
2009. Private companies saw fees rise 7% 
in FY 2011, and reported that their year- 
over-year audit fees remained essentially un- 
changed in FY 2010 and FY 2009. 

@ The AICPA Auditing Standards Board 
(ASB) is proposing changes to its attesta- 
tion standards as part of its clarity project. 

An exposure draft, available at 
tinyurl.com/odjv7y9, would clarify and re- 
codify certain Statements on Standards for 
Attestation Engagements (SSAEs) in the 
AICPA’s Professional Standards. 

The ASB has undertaken the clarity 
project to address concerns over the clar- 
ity, length, and complexity of its stan- 
dards. A project to clarify the Statements 
on Auditing Standards has been substan- 
tially completed, and the ASB has begun 
clarifying the SSAEs. 

SSAEs that provide a framework for 
performing and reporting on attestation 
engagements are the subject of the ED 


www.journalofaccountancy.com 





HIGHLIGHTS 


@ The PCAOB proposed sweeping changes to the auditor’s reporting 
model for U.S. public companies that would include a requirement for 
auditors to identify and describe “critical audit matters?’ 

In addition, the PCAOB proposed new standards and related amendments that 
would require: 

® A statement of auditor independence. This would explain that the auditor 

is a public accounting firm registered with the PCAOB and is required to be 
independent with respect to the company. 

= Tenure disclosure. The audit firm would disclose the year it began serving 

as a company’s auditor. 

= Other information explanation. The auditor would be required to describe 

the procedures and evaluation the firm performed on other types of infor- 
mation included in the annual report outside the financial statements. 

= Language enhancements. These would change existing language in the 

auditor's report related to the auditor's responsibilities for fraud and notes 
to the financial statements. 

Stakeholders can comment on the proposal by Dec. 11 at the PCAOB’s website, 
pcaobus.org. Some of the proposal’s elements are similar to an auditor's reporting 
model proposal made a month earlier by the International Auditing and Assurance 
Standards Board (AASB), although the proposals were developed independently. 

The PCAOB proposal, available at tinyurl.com/kmoro6d, is designed to 
change how auditors report without significantly changing the procedures they 
perform. A key component of the proposal would be the requirement to identi- 
fy and report on critical audit matters, which are defined as matters addressed 
during the audit that: 

® Involved the most difficult, subjective, or complex auditor judgments; 

® Posed the most difficulty to the auditor in obtaining sufficient appropriate 

evidence; or : 

@ Posed the most difficulty to the auditor in forming an opinion on the finan- 

cial statements. 

When critical audit matters are determined, auditors would be required in their 
report to identify the critical audit matter; describe the considerations or reasons that 
the matter was identified as critical; and refer to the relevant financial statement ac- 
counts and disclosures that relate to the critical audit matter, when applicable. 

(Continued on page 13) 





and will be clarified and recoded first. AT 
Sections 20, 50, 101, and 201 would be 
superseded by the proposed changes. 
Additional SSAEs included in subject- 
matter specific AT Sections 301-801 will 
have changes proposed in an ED at a later 
date. The ASB anticipates that the pro- 


posed guidance in both EDs would take 
effect at the same time, and does not ex- 
pect the effective date to be for reports 
dated before Dec. 15, 2014. 

Although many of the proposed changes 
are not substantive, a few important changes 
are proposed. These include: 
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@ For all examination and review en- 
gagements, a practitioner would be 
required to obtain from the respon- 
sible party a written assertion about 
the measurement or evaluation of 
the subject matter against the appli- 
cable criteria. 

= Representation letters would be re- 
quired in all examination and re- 
view engagements. 

% Practitioners would be required to 
obtain a more in-depth understand- 
ing of the development of the sub- 
ject matter than currently is required. 


NEWS DIGEST 


This change is proposed to help prac- 
titioners better identify the risks of 
material misstatement in an exami- 
nation engagement. 

lm A requirement that when the en- 
gaging or responsible party impos- 
es restrictions that significantly limit 
the scope of the engagement, the 
practitioner should decide whether 
to express a qualified opinion, dis- 
claim an opinion, or withdraw from 
the engagement when withdrawal is 
possible under applicable regula- 
tions. Currently, the practitioner’s 


Limited Effects for Revenue Standard? 


Almost two-thirds of U.S. CFOs and controllers participating in a Grant 
Thornton LLP survey this spring said they do not expect the numbers they cur- 
rently report as revenue to change as a result of the converged revenue recog- 
nition standard that FASB and the International Accounting Standards Board 
plan to release this year. More than 3 in 5 respondents said they do not expect 
the new standard to affect the costs of measuring and reporting revenue. 


Expected Effect on Numbers 
Reported as Revenue 


BE NO CHANGE... onesenessnensnenin OVD 

@ Existing GAAP produces 
more accurate numbers 

® New standard will produce 
more accurate numbers.........6% 

Unsites vas. rt OW 


13% 


Expected Effect on Costs of 
Measuring/Reporting Revenue 


BE No effe Chinese 
& Costs will increase... 
™ Costs will decrease... 
@ Unsure cisco. 


Source: Results from Grant Thornton LLP’s CFO Survey Spring 2013, tinyurl.com/lhxtxpc. 








options in those circumstances are 
to disclaim an opinion or withdraw 
from the engagement. 

Comments are requested by Oct. 24 
and should be addressed to Sherry Hazel 
at shazel@aicpa.org. 
® The SEC approved rule amendments that 
strengthen audit requirements for broker- 
dealers. 

The amendments are intended to in- 
crease protections for investors whose 
money and securities are turned over to 
SEC-registered broker-dealers. The final 
rules are available at tinyurl.com/pxvgy5q. 

Broker-dealers are required by previous 
rules to file annual reports with the SEC 
and the self-regulatory organization (SRO) 
designated to examine that broker-dealer 
that contain financial statements audited 
by a PCAOB-tegistered independent pub- 
lic accountant. The new rule amendments 
require: 

® Broker-dealers that have custody of 

customers’ assets to file a “compli- 
ance report” with the SEC to verify 
that they are complying with broker- 
dealer capital requirements, pro- 
tecting customer assets, and sending 
periodic statements to customers. 
m™ Broker-dealers that do not have cus- 
tody of customers’ assets to file an 
“exemption report” with the SEC cit- 
ing their exemption from require- 
ments for carrying broker-dealers. 

In both cases, the broker-dealer is 
required to engage a PCAOB-registered 
independent public accountant. The ac- 
countant would prepare a report based on 
an examination of certain statements in the 
compliance report, or a report based on a 
review of certain statements in the exemp- 
tion report, depending on whether the bro- 
ker-dealer has custody of customers’ assets. 

The examination or review of the 
newly required reports—and the exami- 
nation of the broker-dealer’s financial 
statements—must be conducted accord- 
ing to PCAOB standards. The accountant’s 
report based on an examination of the 
compliance report will satisfy the annual 
internal control audit report requirement 
for investment advisers. 
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NEWS DIGEST 





Requiring reports under PCAOB stan- 
dards is a significant change for auditors 
because broker-dealer reports have been 
prepared under generally accepted audit- 
ing standards (GAAS). 

Broker-dealers registered with the Se- 
curities Investor Protection Corporation 
(SIPC) also are required to file an annual 
report with the SIPC. 

In addition, the amendments require a 
broker-dealer to file a new quarterly Form 
Custody report containing information 
about whether and how custody of cus- 
tomers’ securities and cash is maintained. 
The objective of these reports is to estab- 
lish a custody profile for broker-dealers that 
can be used as a starting point by SEC and 
SRO staff conducting routine inspections 
and examinations of broker-dealers. 

The amendments also require broker- 
dealers to allow SEC or SRO staff to review 
the work papers of the independent pub- 
lic accountant, if requested in writing, for 
purposes of an examination of the broker- 
dealer. Broker-dealers are required to allow 
the accountant to discuss findings with the 
examiners. This amendment applies to 
broker-dealers regardless of whether they 
have custody of their clients’ assets. 

The amendments regarding the Form 
Custody report and the requirement to file 
annual reports with the SIPC take effect 
Dec. 31. The effective date for the re- 
quirements relating to broker-dealer an- 
nual reports is June 1, 2014. 

The commission also amended financial 
responsibility rules for broker-dealers. The 
net capital, customer protection, books and 
records, and notification rules all were 
changed with the intent of protecting bro- 
ker-dealer customers and strengthening the 
SEC’s monitoring ability. 

The financial responsibility rule 




































HIGHLIGHTS 


(Continued from page 11) 

The communication is not intended to alter the auditor’s opinion on the finan- 
cial statements as a whole. If the auditor determines there are no critical audit mat- 
ters to communicate, the auditor would state that conclusion in the auditor's report. 

The proposed “other information” standard describes new procedures the au- 
ditor would be required to perform. The auditor would be required to evaluate 
information that is included in an annual report filed in Form 10-K, but is out- 
side the audited financial statements. Selected financial data and management’s 
discussion and analysis would be among the items the auditor would be required 
to evaluate. 

In addition, the proposed standard describes procedures the auditor would be 
required to perform after identifying a material inconsistency or material mis- 
statement between the other information and the audited financial statements. 

When issuing the auditor's report, the auditor would include, in a separate sec- 
tion, specific statements regarding the auditor's responsibilities for the other in- 
formation. Regardless of whether an inconsistency or misstatement of fact is 
discovered, the auditor would report the results of that evaluation. 

The LAASB’s exposure draft includes a new proposed international auditing stan- 
dard, Communicating Key Audit Matters in the Independent Auditor’s Report, which 
directs auditors to communicate in their reports matters that, in their profession- 
al judgment, were most significant in the audit. 

In addition, the IAASB proposes requiring auditors to: 

@ Include specific statements about going concern in their reports. 

@ Make an explicit statement about the auditor’s independence from the au- 

dited entity. 

™ Disclose the name of the engagement partner in the auditor’s report. 

The ED, Reporting on Audited Financial Statements: Proposed New and Revised In- 
ternational Standards on Auditing (ISAs), includes sample reports that illustrate how 
the proposed guidelines would be applied in various circumstances. Although the 
IAASB standards are not binding in any jurisdiction, they provide standard setters 
and auditors worldwide with what the board considers international best practices. 

Comments on the IAASB’s ED are due Nov. 22 and can be submitted at the 
IAASB’s website at tinyurl.com/panfcfk, where the ED also is available. 






confidence in the public company audit 
process by assisting financial statement 
users, audit committee members, and 
other stakeholders in understanding how 
an audit firm’s management and opera- 
tions support the performance of high- 


refining or developing their own reporting 
regarding their public company audit 
practices. The elements are: 
@ Firm leadership and tone at the top 
of the audit firm. 
@ Independence, objectivity, and skep- 












amendments take effect 60 days after their ticism. quality audits,” CAQ Executive Director 
publication in the Federal Register. The m™ Audit process, methodology, and | Cindy Fornelli said in a news release. 
final rules are available at tinyurl.com/ performance. The CAQ is affiliated with the AICPA. 
mpqsogh. @ Professional development andcom- | The report is available at tinyurl.com/ 
@ Six possible elements of audit quality petency, p6kr899. 

are highlighted in a report by the Center m™ Monitoring. 






BUSINESS & INDUSTRY 
@ A federal judge ruled against business 
groups’ court challenge to new conflict » 


for Audit Quality (CAQ). 
The report describes elements of audit 
quality that audit firms could consider in 


@ Firm organization and structure. 
“The CAQ and its members believe that 
audit quality reporting can foster greater 
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mineral rules, which require U.S. issuers 
to monitor their supply chains in an effort 
to curtail human rights abuses in Africa 
where the raw materials are mined. 

Judge Robert Wilkins of the U.S. Dis- 
trict Court for the District of Columbia de- 
nied the motion for summary judgment 
filed by the National Association of Man- 
ufacturers, the U.S. Chamber of Com- 
merce, and the Business Roundtable. The 
business groups have filed notice that they 
plan to appeal the ruling. 

The business groups had challenged 
the conflict minerals rule as arbitrary and 
capricious, and claimed that the disclo- 
sures required by the SEC run afoul of the 
First Amendment. Wilkins ruled that the 
business groups’ claims lacked merit. The 
first Conflict Minerals Reports are due to 
the SEC on May 31, 2014, to report on the 
2013 calendar year. 


NEWS DIGEST 


Businesses are developing procedures 
to comply with the rule, which was man- 
dated by the Dodd-Frank Wall Street Re- 
form and Consumer Protection Act, PL. 
111-203, and was enacted by the SEC in 
August 2012. 

The rule directly affects an estimated 
6,000 U.S. issuers and requires tracing of 
conflict minerals (gold, tantalum, tin, and 
tungsten) through supply chains to de- 
termine and disclose whether the raw 
materials originate at mines in the Dem- 
ocratic Republic of the Congo (DRC) or 
its nine adjoining countries. If the conflict 
minerals originated in the DRC or its 
neighboring countries, the issuer must de- 
termine and disclose whether the sale of 
those minerals financed or benefited 
armed groups. 

For more information on conflict min- 
erals and independent private-sector au- 


Who’s Working on Conflict Minerals Compliance? 





dits of Conflict Minerals Reports, visit the 
AICPA Conflict Minerals Resources page 
at tinyurl.com/cdgwk9p. 


FINANCIAL REPORTING 

™ FASB moved closer to providing relief 
for private companies from variable-inter- 
est entity (VIE) consolidation requirements 
for common control leasing arrangements, 
which are considered costly and irrelevant 
by many small business owners. 

The board voted to endorse a decision 
by the Private Company Council (PCC) to 
propose an alternative for private com- 
panies within GAAP for applying VIE 
guidance to lessor entities under common 
control. 

An exposure draft seeking public com- 
ment on PCC Issue No. 13-02, Applying 
Variable Interest Entity Guidance to Common 
Control Leasing Arrangements, was released 


Although the legal and purchasing departments most frequently are involved with U.S. public companies’ conflict 
minerals compliance efforts, many other functions are playing roles, too. In a PwC survey, companies reported which 
departments are engaged in efforts to comply with the SEC's new conflict minerals rule. 


Legal/compliance 


Purchasing/supply chain 


SEC reporting/finance 


Internal audit 


Not sure/not applicable 


Corporate social responsibility/sustainability 


R&D/product design/engineering 


Board of directors 


Information technology 


Customer service/sales 
Investor relations/communications 
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Source: PwC Conflict Minerals Survey: How Companies Are Preparing, tinyurl.com/paryzbk. 
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on Aug. 22, and comments on the pro- 
posal are due Oct. 14. 

Under the proposal, a private compa- 
ny lessee would not have to apply VIE 
guidance for assessing whether it should 
consolidate the lessor entity when all of the 
following conditions are met: 

m The private company and legal en- 

tity are under common control. 

m™ The private company has a lease 
arrangement with the legal entity. 

m@ Substantially all activities between 
the private company and the legal 
entity are related to the leasing ac- 
tivities (including supporting leas- 
ing activities) of the legal entity. 

Private companies still would have to 
consider other applicable FASB Account- 
ing Standards Codification (ASC) guid- 
ance, such as Topic 840, Leases, and Topic 
460, Guarantees, for transactions and 
arrangements between the two entities. 

A private company applying the pro- 
posed alternative within GAAP would be 
required to provide the following addi- 
tional disclosures: 

m™ The key terms of the leasing 
arrangements. 

m The amount of debt and/or signifi- 
cant liabilities of the lessor entity 
under common control. 

m The key terms of existing debt 
agreements of the lessor under com- 
mon control, such as amount of 
debt, interest rate, maturity, pledged 
collateral, and guarantees. 

m@ The key terms of any other explicit 
interest in the lessor entity. 

If an entity chooses to use this proposed 
alternative, it would apply to all of its leas- 
ing arrangements that meet the require- 
ments for applying this approach. A full 
retrospective approach would be used to 
apply the proposed alternative. 

Following the comment period, the 
PCC will evaluate feedback and vote on a 
final standard. If FASB endorses the final 
standard advanced by the PCC, an alter- 
native for private companies will be writ- 
ten into GAAP. 

Earlier this year, three other PCC pro- 
posals were exposed, with a comment 
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NEWS DIGEST 


deadline of Aug. 23. For more information, 
visit tinyurl.com/okslges. 

@ FASB and the International Accounting 
Standards Board (IASB) plan to create a 
joint transition resource group to aid in im- 
plementation of the upcoming, converged 
standard on revenue recognition. 

The standard will have wide-ranging 
implications for many businesses, and the 
transition group will be tasked with keep- 
ing the boards up to date about interpre- 
tive issues that arise when organizations 
implement the standard. 

The group will analyze and discuss is- 
sues that apply to common transactions 
that could lead to diversity in practice, and 
will help the boards determine if action 
needs to be taken to resolve that potential 
diversity. The group will advise the boards 
and will not issue its own guidance. 

Members of both boards, as well as pre- 

parers, auditors, regulators, and users, will 
be represented on the 10- to 15-member 
transition group. 
@ FASB would not consider not-for-profits 
(NFPs) and employee benefit plans pub- 
lic business entities for purposes of 
future standard setting, according to a 
new proposal the board exposed for pub- 
lic comment. 

FASB is defining a public business en- 
tity to prevent confusion over which en- 
tities can apply the alternatives within 
GAAP being developed for private com- 
panies by the PCC. The board described 
the proposal in an issue of FASB in Focus 
released in August, and consideration of 
NFPs in particular would change if the 
proposal is approved. 

Multiple definitions of the terms “non- 
public entity” and “public entity” exist 
within FASB’s Accounting Standards Cod- 
ification (ASC). The proposal, Definition of 
a Public Business Entity: An Amendment to 
the Master Glossary, would provide a sin- 
gle definition of a public business entity for 
use in future standard setting. The pro- 
posal, available at tinyurl.com/kn4egz9, 
would not affect existing financial report- 
ing requirements. 

Although NFPs generally have received 
the same alternatives as private companies 


within GAAP distinctions between NFPs 

for alternatives within GAAP have typically 

been made on the basis of whether an NFP 
has public debt securities, including con- 
duit debt. 

The proposal would eliminate a pub- 
lic vs. nonpublic distinction between 
NFPs in future standard setting. FASB in- 
stead would consider various factors on 
a standard-by-standard basis to deter- 
mine whether all, none, or only some 
NFPs will be eligible for alternatives with- 
in GAAP for private companies. These 
factors would include user needs and 
NFP resources. 

An organization would be considered 
a public business entity if it meets any of 
the following criteria: 

w It files or furnishes—or is required 
to file or furnish—financial state- 
ments with the SEC. This includes 
other entities whose financial state- 
ments or financial information are 
required to be or are included in 
a filing. 

@ It is required to file or furnish fi- 
nancial statements with a regulato- 
ry agency by the Securities Exchange 
Act of 1934, as amended, or rules or 
regulations promulgated under the 
Act. 

i It is required to file or furnish fi- 
nancial statements with a regulato- 
ry agency in preparation for the sale 
of securities or for the purposes of 
issuing securities. 

® It has (orisaconduit bond obligor for) 

unrestricted securities that are trad- 

ed or can be traded on an exchange 
or an over-the-counter market. 

®& Its securities are unrestricted, and 

it is required to provide U.S. GAAP 
financial statements to be made 
publicly available on a periodic 
basis because of a legal or regula- 
tory requirement. 

Comments were due Sept. 20. 


FINANCIAL REPORTING / 
INTERNATIONAL 

@ The IASB began a consultation process 
with the objective of issuing a revised 


October 2013 Journal of Accountancy 15 


conceptual framework for financial re- 
porting. 

The conceptual framework establishes 
the concepts that underlie the preparation 
and presentation of financial statements. 
The IASB follows the principles in the con- 
ceptual framework when developing and 
revising IFRS. 

An IASB discussion paper, available at 
tinyurl.com/ma5udq6, explores possible 
changes to the conceptual framework and 
is designed to gain feedback from stake- 
holders on issues the board will consider 
in creating an exposure draft of a revised 
conceptual framework. The issues include: 

™ Definitions of assets and liabilities. 
Recognition and derecognition. 
The distinction between equity and 
liabilities. 

Measurement. 

Presentation and disclosure. 

Other comprehensive income. 

In addition to seeking input in the form 


oe 


a o 
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of comment letters, the IASB will under- 
take an outreach program designed to ob- 
tain feedback on the areas covered in the 
discussion paper. Comments are due Jan. 
14, and can be submitted at tinyurl.com/ 
lz4dkza. 


DRAFTS OUTSTANDING 
H FASB 

Proposed Accounting Standards Up- 
date, Insurance Contracts (Topic 834). Com- 
ment deadline: Oct. 25. ED available at 
tinyurl.com/kpfapls. 

GASB 

Exposure Draft, Measurement of Elements 
of Financial Statements. Comment deadline: 
Sept. 30. ED available at tinyurl.com/ 
m4hq2af. 

Preliminary Views, Fair Value Measure- 
ment and Application. Comment deadline: 
Sept. 30. ED available at tinyurl.com/ 
|}6zaQd. 

Plain-Language Supplement, Measure- 





ment Concepts for Assets and Liabilities and 
Fair Value Measurement and Application. 
Comment deadline: Sept. 30. ED available 
at tinyurl.com/kmuSuto. 

| IFAC 

2014-2016 IAESB Strategy and Work 
Plan. Comment deadline: Oct. 4. ED avail- 
able at tinyurl.com/kwicyga. 

Reporting on Audited Financial State- 
ments: Proposed New and Revised Interna- 
tional Standards on Auditing. Comment 
deadline: Nov. 22. ED available at tinyurl. 
com/paqnfcfk. 

M ASB (AICPA) 

Proposed Statement on Standards for 
Attestation Engagements, Attestation Stan- 
dards: Clarification and Recodification. Com- 
ment deadline: Oct. 24. ED available at 
tinyurl.com/odjv7y9. 

Mi ASEC (AICPA) 

Trust Services Principles and Criteria. 
Comment deadline: Sept. 30. ED available 
at tinyurl.com/mr2bxqg. “ 
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Write It Down: The Importance of 
Documenting Oral Advice 


by Joseph Wolfe and Sarah Beckett Ference, CPA 


CPAs routinely provide oral advice to clients. While 
professional standards generally do not require such advice to 
be documented, the experience of the AICPA Professional 
Liability Insurance Program demonstrates that undocumented 
advice weakens the defense to a professional liability claim. 
This real-life scenario provides an example: A CPA providing 
bank account reconciliation services for a law firm learned of the 
client's weak controls over accounts payable—a situation that 
could result in vendor fraud or payments to fictitious vendors. 
During lunch, the CPA shared his observations and provided 
related recommendations to one of the law firm partners, but he 
provided no written follow-up. The client later discovered that 
the CFO had conspired with vendor employees and embezzled 
more than $100,000. The client sued the CPA, alleging failure to 


identify and disclose the control weaknesses to firm management. 


The CPA provided deposition testimony regarding the lunch 
conversation, which the partner disputed. 

Here’s another example of the problems caused by a lack 
of documentation: A CPA prepared business and personal 
income tax returns for the owner of an S corporation. The 
client asked the CPA about the tax implications of dissolving 
the corporation. The CPA told the client that the distribution of 
the S corporation’s real property might result in a tax liability, 
but she did not document her discussion with the client. Later 
that year, the client dissolved the S corporation and had to 
borrow money to pay the taxes. The client sued the CPA, 
asserting that he would not have proceeded with the 
transaction had he been properly advised. 

These situations underscore the importance of documenting 
oral advice. Clients may, in hindsight, claim reliance on advice 
they allege was rendered erroneously—or they may even claim 
the advice wasn’t given at all. Documenting oral advice provides 
written evidence of the content and context of the discussions 
that were held. It also can help mitigate client disputes and 
strengthen the defense of a professional liability claim. 


CLIENT INQUIRIES 


Accountants often give oral advice in response to client 


questions, whether they are general inquiries or related to 

specific business decisions. Requests related to specific facts 

and circumstances should generate written correspondence to 
the client. For general questions, notes to the working paper 
file may suffice. For example, a client may ask a general tax- 
related question such as which states levy individual income 
taxes. In this case, a note to the working paper file including 
the date, parties involved, and a description of the topics 
discussed should be adequate. 

When oral advice becomes client-specific, it is best to record 
the discussion in a written correspondence with the client. For 
example, a client may ask for advice about entity formation, 
generating a discussion about S corporations, C corporations, 
partnerships, and limited liability companies. The choice of 
entity could significantly impact the accounting, taxation, and 
legal responsibilities of the company and its owners. While the 
practitioner’s advice to the client can be given orally, written 
correspondence via email or letter should follow. The following 
key items should be included: 

@ Date of the discussion and names of participants; 

@ Facts as provided to and known by the CPA; 

@ Advice provided, including recommended client actions 
and applicable qualifications; 

@ Relevant accounting and tax considerations, including 
technical accounting and tax guidance; 

@ Appropriate disclaimers, including that the 
recommendations are based on the limited information 
provided and current information and technical 
guidance, which are subject to change; 

@ Notice that no legal advice is being provided; and 

® Items for client follow-up, including any additional 
information requested, and the need for the client to 
consult with legal counsel before making a decision. 








UNSOLICITED ADVICE 

CPAs typically have some knowledge of a client’s business 
operations and may provide unsolicited advice related to work 
flow improvements, internal controls, or recordkeeping 
enhancements. For general advice that has minimal impact on 
client operations or risk, documenting the discussion in firm 
working papers may suffice. 

In other contexts, the CPA may provide specific 
observations and recommendations for client follow-up. For 
example, upon observing that a single person processes and 
pays vendor invoices, the CPA may recommend that the client 
segregate duties related to the review, approval, and payment of 
vendor invoices. Recommendations for specific actions by 
client management should be documented in a written 
communication to the client and retained in firm working 
papers. Documentation of such unsolicited advice can prove 
instrumental in defending against allegations that a CPA failed 
to properly advise his or her client. 
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SPECIAL CONSIDERATIONS 
FOR CONSULTING 
ENGAGEMENTS 

The AICPA Statement on Standards for 
Consulting Services does not address 
how the results of a consulting 
engagement should be communicated to 
the client. Consulting engagements 
include extensive discussions between 
the client, CPA, and, occasionally, third 
patties. Services are generally performed 
for the use and benefit of the client, who 
is responsible for both making decisions 
and implementing plans based on the 
advice provided. Whenever practicable, a 
consultant’s findings, conclusions, and 
recommendations should be provided 
only to the client. This helps prohibit a 
third party from claiming reliance on 
that information. 

Consulting engagement working 
papers should contain documentation of 
discussions held, the date, and the 
parties involved. Specific oral advice 
should be confirmed in a written report. 


SPECIAL CONSIDERATIONS 
FOR TAX ENGAGEMENTS 
Documenting oral advice provided to 
tax clients requires consideration of the 
AICPA Statements on Standards for Tax 
Services (SSTSs) and Treasury Circular 
230, Regulations Governing Practice 
Before the Internal Revenue Service (31 
C.ER. Part 10). SSTS No. 1, Tax Return 
Positions, and its related interpretations, 
and SSTS No. 7, Form and Content of 
Advice to Taxpayers, should be 
consulted with respect to both advising 
clients on tax return positions and 
rendering tax planning services. These 
standards and interpretations can assist 
practitioners in communicating with 
clients and determining how to best 
document oral advice. While SSTS No. 
6, Knowledge of Error: Return Preparation 
and Administrative Proceedings, indicates 
that advice and recommendations to 
clients regarding corrective measures to 
be taken may be given orally, a CPA 
should consider documenting this in a 
written communication to the client. 
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Several current Circular 230 sections 
apply to providing oral advice to 
taxpayers, including Sections 10.21, 
10)33;,10.34,/10.35,and 10.37. 
Practitioners should monitor the 
proposed changes to Circular 230, 
specifically revisions to Section 10.37, 
which would modify the requirements 
for all written advice. Although Circular 
230 does not establish rules on how to 
document oral advice to taxpayers, the 
guidance contained therein should be 
considered when deciding if and how 
oral tax advice should be documented. 
Tax advice concerning filing obligations 
and applicable deadlines, penalties, and 
interest charges that have or may accrue 
due to noncompliance should be 
documented in writing to the client, 
along with the potential impact if no 
action is taken. * 


Joseph Wolfe Goseph.wolfe@cna.com) is 


assistant vice president, risk control at CNA. 
Sarah Beckett Ference (sarah.ference@ 
cna.com) is a risk control consulting direc- 
tor at CNA. 


Continental Casualty Co., one of the CNA 


insurance companies, is the underwriter of 
the AICPA Professional Liability Insurance 
Program. Aon Insurance Services, the 
National Program Administrator for the 
AICPA Professional Liability Program, is 
available at 800-221-3023 or visit 
cpal.com. 

This article provides information, rather 
than advice or opinion. It is accurate to the 
best of the authors’ knowledge as of the 
article date. This article should not be 
viewed as a substitute for recommendations 
of a retained professional. Such consultation 
is recommended in applying this material in 
any particular factual situations. 

Examples are for illustrative purposes 
only and not intended to establish any 
standards of care, serve as legal advice, or 
acknowledge any given factual situation is 
covered under any CNA insurance policy. 
The relevant insurance policy provides 
actual terms, coverages, amounts, 
conditions, and exclusions for an insured. 
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CHECKLIST 


Anti-Corruption Steps 


Regulators in many parts of the globe have increased enforce- 
ment of anti-corruption laws. Anti-corruption experts offered 
the following tips on how companies doing business overseas 
can step up vigilance to reduce corruption risks. 





V Assess internal and external risks. 


Enforcement actions by the Depart- 
ment of Justice and the SEC highlight 
the most likely trouble spots: Overseas 
activities and engagement of third par- 
ties—such as distributors, sales agents, 
intermediaries, or suppliers—tend to 
increase a business’s corruption risks, 
especially when the activities and par- 
ties operate in developing economies. 
Potential risks are noteworthy when 
engaging in hospitality activities and 
when offering gifts and donations. 


Y Conduct thorough background checks. 
Thorough background checks can re- 
veal red flags, including close relation- 
ships between third parties and foreign 
officials; third parties whose fees are 
contingent upon sales going through 
and customers paying; third parties 
with a history of corruption issues; and 
a third party’s desire to keep the repre- 
sentation of the company or the terms 
of the retention secret. A third party’s 
hesitancy or unwillingness to promise 
in writing to observe applicable anti- 
corruption laws is also a red flag. 


V Get commitment from top manage- 
ment. A company’s board of direc- 
tors, senior executives, or owners 
should develop the company’s policy 
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against corruption and bribery and 
lead by example. This is commonly 
referred to as establishing the appro- 
priate “tone at the top.” Top manage- 
ment’s tone can be reflected and 
reinforced in, for example, an ethics 
code, employee training, a compli- 
ance program, annual certifications, 
and other communications. 


V Develop comprehensive policies and 


guidelines that are proportionate to 
the risks. A robust compliance pro- 
gram should include a code of con- 
duct, written policies, a confidential 
hotline to report potential instances of 
improper conduct, a nonretaliation 
policy, a rapid response plan, tracking 
of compliance incidents, regular com- 
pliance training programs, monitoring 
and auditing programs, disciplinary 
policies, annual recertification of em- 
ployees, and a risk assessment 
process. Corporate compliance teams 
should be staffed with senior, qualified 
people and headed by a chief compli- 
ance officer. Someone at the parent 
company should oversee compliance 
at subsidiaries and joint ventures. 


V Establish controls over promotional 


expenses, travel, entertainment, 
sponsorships, and gifts. Provide 
training to sales and marketing and 
other personnel who are authorized 
to offer or provide gifts or other items 
to current or potential customers and 
business partners. Establish policies 
and procedures governing manage- 


ment’s authorization of promotional 
expenses, travel, entertainment, 
sponsorships, donations, and gifts. 


V Make sure everybody knows the 
procedures. The company’s princi- 
ples and policies need to be stated 
clearly and rolled out in a manner— 
face-to-face sessions, intranet mes- 
sages, or e-learning—that is most 
suitable for the business. It is impor- 
tant to not overlook overseas opera- 
tions and third parties. Business and 
geographic risks should dictate the 
depth of the training and the pru- 
dence of offering or providing train- 
ing to business partners. 


W Monitor compliance and review 
procedures regularly. The business 
should conduct regular, region-specific 
risk assessments and monitor closely 
payments to third parties to ensure 
that there are no cash payments, that 
commission percentages are reason- 
able and based on work performed, 
and that invoices and receipts are 
available for all requested payments 
and reimbursements. Revisit proce- 
dures regularly and adjust them as the 
business and its risks change. 


—By Sabine Vollmer (vollmer@aicpa.org), 
a JofA senior editor, based on presentations by 
Joseph E. Decilveo Jr, a McGladrey partner in 
New York City; Andrea Deegan, a fraud in- 
vestigator and financial accountant with RSM 
Tenon in the U.K.; and Paul Solomon, a litiga- 
tor with the law firm Skadden in Washington. 
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Saving Face 


in the Facebook Age 


usinesses are focusing more on reputational 

risk today than in the past. But many 

companies do not vigorously monitor social 
media and lack processes to calculate the financial 
impact of not managing reputational risk. 


Seventy-six percent of the 1,300-plus CGMA designation 
holders who took part in a recent survey said businesses in 


their industry are putting more focus on reputational risk than 


in the past. Market demands for transparency, reputational 
failures at other businesses, and the rise of social media 
were the top reasons cited for the increased global focus 
on reputational risk. 

CGMA holders and their companies appear 
to be keenly aware of the 
effects a damaged reputation 
can have on their 
companies: 

ij Twenty-two percent 

said their organization 
had experienced a 
reputational failure. 

™ Forty-four percent said 

they or their 

organizations had rejected 
a project that made 
financial sense because the 
reputational risks were too great. 

i Nearly two-thirds (65%) said the financial implcanone 

of reputational risk are considered always or often in 
their organization. 

Companies with strong brands that have direct 
relationships with consumers have been leaders in protecting 
their reputations. But companies without direct consumer 
contact, and even small businesses and sole proprietors, also 
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need to focus on reputational risk, explains enterprise 
reputation and risk expert Jim Traut, CPA, CGMA. 

“Think about the great restaurant that you keep going back 
to, year after year,” said Traut, the former vice president of 
enterprise reputation and risk management and ethics and 
compliance at global food company HJ. Heinz Co. “Why do 
you go back? Because they're managing their 

reputation. Every day, every meal, they’re 

managing their reputation.” 

Brand reputation is built through all of an 
enterprise’s relationships, Traut said. Survey 
respondents ranked relationships with 

customers as most important, followed by 
relationships with employees, 
regulators, and investors. 

Finance personnel can help 
protect the brand by driving 

understanding of the value of 

these relationships. 
“The accountant, who is 
traditionally thinking about 
cash and P&Ls and balance 
sheets, would be well-served to 
recognize that those relationships ... 
will be absolutely critical in the 
valuation of those businesses [for 
decades to come],” Traut said. 

The survey results show that 
financial impacts of reputational risk are being 
weighed to some extent, but there is room for improvement. 
Although excessive short-term focus by investors is a 
common concern in finance today, 76% of respondents said 
their companies are prepared to lose profit in the short term 
to protect the organization’s reputation and drive more long- 
term success. 
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SOCIAL MEDIA DISCONNECT 
But 62% of respondents said their 
organization does not have a formal 
process or model for calculating the 
financial impact of not managing 
reputational risk. And despite the many 
examples of companies hurt by 
damaging YouTube videos and Facebook 
posts, just 20% of respondents said their 
organizations heavily use social media 
feedback to help anticipate and monitor 
reputational risk. 

Slightly more than half (52%) use 
social media feedback to some degree to 
anticipate and manage reputational risk, 
and 28% never use social media 
feedback that way. ; 

Whether a sole proprietor or large 





corporation, businesses should monitor 
when their brand is being mentioned on 
social media sites, Traut said. He said 
companies should have a mechanism for 
reviewing and reacting to social media 
feedback. 

“T don’t think companies are doing 
enough of that,” Traut said. 

The full version of this article, 
“What’s the Risk? Survey Shows 
Increased Focus on Reputation,” by Ken 
Tysiac, is available at tinyurl.com/ 
pyh9e9t. 

For case studies and tips on how to 
react to a reputational crisis—plus four 
common missteps in corporate-crisis 
management—check out “Anti-Viral 
Remedies for Reputational Damage,” at 


tinyurl.com/pb6ju58. 
—Jack Hagel, editorial director 
CGMA Magazine 












CORRUPTION ON THE RISE GLOBALLY 
Corruption—or the perception of corruption—appears to 
be on the rise. More than 1 in 4 people around the world 
reported having paid a bribe in the previous year when in- 
teracting with key public institutions and services, accord- 
ing to Transparency International's Global Corruption 
Barometer 2013. 

Fifty-three percent of respondents in the Barometer sur- 
vey thought corruption had increased a lot over the past two 
years. 

For more, read “Corruption and Business Risk on the 
Rise Worldwide” at tinyurl.com/ml2g98q, and “Three Steps 
to Safeguard Against Corruption” at tinyurl.com/pdfvroy. 




























INTERNAL AUDITORS PUSHED TO STRATEGIZE 
Even as assurance and compliance responsibilities are ex- 
panding for internal auditors, a significant shift in their 
strategic duties is on the horizon, according to EY’s Global 
Internal Audit Survey 2013. 

More than half (54%) of respondents—which included 
more than 500 chief audit executives and audit committee 
members—expect that in the next two years, internal 
audit’s primary mandate will be providing stakeholders 
with business insights and serving as a strategic adviser to 
the organization. 

Twenty-eight percent of respondents said playing that 
strategic role is currently the primary mandate or focus of 
internal audit. 

“Internal audit functions need to stop thinking about 


Also on cgmamagazine.org 


themselves as compliance specialists and start taking on a 
much larger, more strategic role within the organization,” EY 
internal audit leader Brian Schwartz said in a news release. 
“IA is increasingly being asked ... to provide broader busi- 
ness insights and better anticipate traditional and emerging 
risks, even as they maintain their focus on non-negotiable 
compliance activities.” 

The full article, “New Duties on Horizon for Internal Au- 
ditors,” is available at tinyurl.com/qx8uucu. 


AACCOUNTANTS NEED INTERNATIONAL 
EXPERIENCE, CFOs SAY 

International experience is becoming an increasingly valu- 
able asset for accounting and finance professionals. 

Sixty-nine percent of more than 2,100 CFOs in U.S. met- 
ropolitan areas said international experience will be at least 
somewhat necessary for accounting and finance staff in five 
years, according to a survey by staffing services firm Robert 
Half. 

Just 56% of CFOs described international experience as 
at least somewhat necessary in 2002. 

“The world is getting smaller for accountants,” Paul Mc- 
Donald, Robert Half senior executive director, said in a news 
release. “Global businesses need staff well-versed in interna- 
tional accounting regulations and business practices to en- 
sure sound reporting and compliance with local mandates 
and to support expansion into new countries and markets.” 

The full article, “Can You Succeed in Finance Without In- 
ternational Experience?” is available at tinyurl.com/otflpg6. 
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How companies can 
move beyond traditional 
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yor more than a decade, Tim Quinn, CPA, CGMA, negotiated the 
4 tedious, back-and-forth magic of building the annual budget for 
Northern Quest Resort & Casino. 


Every year, it was the same time-con- 
suming endeavor: Quinn, the company’s 
vice president of finance, would send out 
budget worksheets to 45 department 
heads. The department heads would re- 
turn them with inflated spending projec- 
tions, or low-balled revenue projections, 
for the coming fiscal year. Quinn would 


question the validity of those projections. 
Pushback would ensue, but Quinn and 
his staff would prevail, often by adjusting 
the projections to something that more re- 
alistically reflected historical trends. 

After several rounds of wrangling, voila: 
The budget was born. 

That laborious process would take as 
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long as five months—so long that busi- 
ness conditions usually changed in such 
a way that the approved budget ended up 
being more a window to the past than a 
guide to the future. “Once you've got it 
all approved, it’s irrelevant,” said Quinn, 
who has worked at Northern Quest since 
it opened in December 2000. “Because 
now life goes on, and things change, and 
what you thought was going to happen 
doesn’t happen. 

“To go through that whole, long, ardu- 
ous process to come up with a document 
that’s essentially useless—I decided it was 
kind of a crazy idea.” 

So last year, about halfway through the 
process, Quinn surrendered. “I said, ‘For- 
get it, 'm done with this.’ ” 

Poof. No more budget. In its place: a 
rolling forecast, something more compa- 
nies are converting to or using in tandem 
with a budget. 

Rather than locking into an annual 
budget, the company now uses quarterly 
financial results to update a 15-month out- 
look. Every three months, the forecast re- 
vises itself based on the most recent results. 
“It’s a living, breathing document,” Quinn 
said. “It’s more in tune with what reality is 
becoming.” 

The transition has already begun to pay 
off. His finance staff now has a little more 
time to spend on forward-looking strate- 
gy. The use-it-or-lose-it mentality that 
plagues the budget process is fading. The 
rolling forecast also has begun to break 
down silos that the traditional budget built 
around various departments. 

Quinn’s lessons from the journey— 
particularly in selling the idea to internal 
stakeholders and implementing a process 
and technology to support it—could ben- 
efit other companies contemplating the 
adoption of a more flexible budgeting and 
forecasting process. 


COMPANIES NEED MORE 
AGILITY 

In recent years, an increasing number of 
companies have eschewed or amended 
traditional budgeting techniques for a 
more flexible approach. Today, a major- 


ity of companies use a budget as well as 
a more forward-looking forecast when 
planning for the future, according to re- 
search by Quantrix, a maker of business 
modeling and analytics software. Only 
14% of Quantrix customers surveyed in 
2012 relied solely on a budget, down 
from 22% in 2011. Meanwhile, 7% had 
eliminated the budget, up from 4% in 
ZOLA, 

The need for agility is fueling the tran- 
sition. The average company spends four 
months on budgeting, according to re- 


at Northern Quest. The resort outside 
Spokane, Wash., features 250 hotel rooms; 
14 restaurants, bars, lounges, and night- 
clubs; a 55,000-square-foot casino; and a 
pavilion that has featured Bill Cosby, Clint 
Black, and B.B. King. 

“It’s a beautiful property, and we need 
to keep it that way,” Quinn said. And 
under the rolling forecast, “any reasonable 
cost that has to be incurred, you’re not 
going to be confined by a budget that says, 
‘You only have $10,000 to spend, and 
you've now blown that.’ That’s not pro- 


The faster pace of business is making traditional, 
line-item budgets less useful. Companies need the 
agility that comes from a rolling forecast. 


search by The Hackett Group. At the 
same time, companies are expected to 
react more quickly to changing regula- 
tions, budding innovations, new com- 
petition, and erratic economic events. 
The faster pace of business, aided by the 
rise of technology that can better auto- 
mate control functions, is making tradi- 
tional, line-item budgets less useful. 
Companies are finding that, to be more 
agile, their spending decisions are gov- 
erned more by real-time risks and op- 
portunities and less by a document 
completed a year earlier that dictates 
spending during a period. 

“You put a ceiling on cost, and I guar- 
antee they won't spend a penny more. 
The problem is they rarely spend a penny 
less,” said Steve Player, CPA, CGMA, the 
North American program director of the 
Beyond Budgeting Round Table. “They 
spend right up to that ceiling. Instead of 
having cost consciousness, where people 
ask, ‘Should I be spending the money?,’ 
they’re authorized and entitled based on 
assumptions that have become out of 
date. It’s an illusionary control. Why 
does spending spike at the end of a quar- 
ter or year? Everybody’s spending their 
budget.” 

The spend-to-the-ceiling mentality 
was one reason Quinn ditched the budget 


ductive. It’s not going to make the prop- 
erty what it needs to be.” 

The conversion to the rolling forecast 
has come in three stages. There was the 
buy-in phase, followed by the implemen- 
tation phase. Then came the refinement 
phase, which involved change manage- 
ment and tweaks to the processes and 
technology that were implemented. The 
biggest step, though, was making the 
move in the first place, Quinn said. 


ACHIEVING BUY-IN 

Quinn started the transition to rolling fore- 
casts by selling his case to stakeholders up 
and down the chain of command. 

First, he had to convince the vice pres- 
idents and general managers at Northern 
Quest, which he said wasn’t too difficult. 
The COO liked the idea. The CFO of the 
Kalispel Tribal Economic Authority 
(KTEA)—the organization in charge of pri- 
vate enterprises of the casino’s owner, the 
Kalispel Tribe of Indians—initially was 
skeptical because he was accustomed to 
traditional budgets. But Quinn said he 
eventually came around. 

Then Quinn presented the idea to the 
KTEA, which is essentially Northern 
Quest’s board. That group needed little 
convincing. “They never approved a line- 
item budget anyway,” Quinn said. “We just 
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Four Ways to Embrace Rolling Forecasts 


Get over the mental hurdle. One 
of the biggest challenges in imple- 
menting a rolling forecast is the mind- 
set of accountants themselves, said 
Aubrey Joachim, CGMA, who 
presided over a switch away from tra- 
ditional budgets at Sydney Water. 
“They have in their mind that you 
have to come up with a number for 
one year ahead,” said Joachim, a for- 
mer president of the Chartered Insti- 
tute of Management Accountants. 
“That thought process is very old.” He 
said that in today’s dynamic environ- 
ment, data can provide instant analy- 
sis, meaning the focus must be on 
shorter-term goals. 

Let technology do some of the 
work. A recently purchased software 
tool has helped automate the forecast- 
ing process at Northern Quest Resort 
& Casino, said Tim Quinn, CPA, 
CGMA, the vice president of finance 


kind of gave them the top-level: ‘Here's our 
revenues, here’s our projection, here’s our 
projected EBITDA.’ That’s all we ever pre- 
sented to them in the first place. To go to 
a forecast, it was not that difficult a change. 
They were not seeing anything different.” 

The more complex discussion has been 
on the ground, among the finance staff and 
department heads who had to change the 


@ Traditional budgeting arose 


making traditional, line-item 


at the Airway Heights, Wash., compa- 
ny. Instead of relying on multiple 
Excel spreadsheets that rolled up into 
the full budget, Quinn can set up a 
forecast to account for a variety of sce- 
narios. “The software pulls numbers 
directly out of our general ledger, and 
it can pull history instantaneously,” he 
said. “If I want to look ahead and fac- 
tor in growth of 1% or 2%, I can see 
what that looks like.” He can also fac- 
tor in an increase in expenses, such as 
departmental or companywide merit 
increases for employees. 

Encourage collaboration. Perhaps 
the biggest hurdle to incorporating 
forecasting is getting others to under- 
stand why it’s important. Another 
hurdle: getting a few minutes of their 
time. “Participation breeds accept- 
ance,” said Mark Biersmith, CPA, 
CGMA, the CEO of RoadMasters 
Holdings, a Texas trucking company. 


way they looked at the numbers (see side- 
bar, “Four Ways to Embrace Rolling Fore- 
casts”). Much of the convincing centered 
on explaining how rolling forecasts would 
work, not to mention the benefits. 

The finance team was easier to convince. 
Under the old process, each department’s 
budget was rolled into an unwieldy, multi- 
tabbed Excel document. “People would 
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“Getting people to sit down and take 
part can often be difficult. If you do it 
alone, people don’t buy into the plan 
as well. There is a learning curve, but 
every year you do it, you have more 
integrity built into the model.” 

Show faith in managers. Persuad- 
ing department heads to stop padding 
their budgets could take time, but 
Joachim said the right approach can 
help train unit managers—and show 
that they can be trusted. Show them 
that requests for funding or resources, 
based on current conditions and tar- 
geted toward delivering outcomes, 
will be honored, and they are less 
likely to make arbitrary additions to 
their budget. “You give them a guar- 
antee of, ‘You are responsible man- 
agers, we know how you are 
spending, and we will give you re- 
sources on an ongoing basis as you 
need,’ ” Joachim said. 





manage to change a line, they'd end up 
blowing it up, and it doesn’t import right,” 
Quinn said. “They're not missing that.” 

Research by the American Productivi- 
ty & Quality Center shows that companies 
employing rolling forecasts save between 
five and 25 days each year in their budg- 
eting process. 

Quinn estimated that time saved by 


as a way for companies to limit 
costs. However, some say it is 
not very useful in today’s more 
volatile business climate. As a re- 


sult, some companies are moving 
to a planning model that incorpo- 
rates a rolling forecast as op- 
posed to a static, annual budget. 
& The faster pace of business, 
and better technology that can 
automate control functions, is 


budgets less useful. The average 
company spends four months on 
budgeting, according to one re- 
port. Some in finance say the 
document produced by all that 
work has little to no value once 
the fiscal year begins. 

@ Traditional budgets have 
often been used as bench- 
marks to determine incentive 
compensation. That model can 
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limit a department's drive to inno- 
vate, because the leader is re- 
warded if the department stays 
“within budget? Finance experts 
say that profit and other perform- 
ance metrics should be used to 
determine incentive pay. 

@ Rolling forecasts force busi- 
ness units to more closely track 
spending, which means there is 
more continuous monitoring than 
in the traditional budgeting model. 


Still, this model, according to 
those who have eliminated—or 
trimmed detail from—their annual 
budget, creates time savings for 
departments, which can focus 
more on driving value. 


Neil Amato is a JofA senior editor. 
To comment on this article or to 
suggest an idea for another article, 
contact him at namato@aicpa.org 
or 919-402-2187. 
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killing the budget wiil be redistributed in 
the new process. “The three- or four-month 
process is going to get spread out over the 
year, but it’s going to be far more accurate 
when this all gets fine-tuned,” he said. The 
accuracy will ultimately help drive up rev- 
enue and reduce costs, Quinn said. 

Convincing department heads outside 
of finance has been a bigger challenge at 
Northern Quest. 


“THIS NUMBER'S NOT REAL” 

During the era of traditional budgeting, 
Quinn continued to see departments throw 
around budget numbers that went against 


vious process, the rolling forecast keeps 
department heads on their toes. 

“The individual departments should be 
reviewing it routinely and saying, ‘Yeah, 
that makes sense,’ ” Quinn said. “You're 
constantly looking at it in chunks and try- 
ing to make sure your numbers are trend- 
ing where you think they should trend. So 
you know if you have a whole bunch of 
expenses coming up, you can adjust your 
forecast and make other adjustments in the 
organization to allow for that.” 

The fluid nature of, and better visibil- 
ity provided by, the forecast is breaking 
down spending silos across departments, 


“You're constantly looking at it in chunks and trying 
to make sure your numbers are trending where you 


think they should trend:’—Tim Quinn 


historical trends. The defensive inclination by 
some was to project bigger-than-expected 
costs and lower-than-expected revenues. If 
approved, the thinking went, the depart- 
ment in question wouldn't be constrained 
by a tight budget, but it also wouldn't be 
at fault if it underperformed on the revenue 
side. Sandbagging. 

“I would sit down with managers and 
say, This number’s not real,’ or ‘That does- 
n't trend right, so explain it to me, ” Quinn 
said. “If they couldn't provide details, then 
I'd just cut it.” 

That exchange was rarely easy. “People 
freak out and say, ‘I can’t do this. That’s not 
my budget,’ ” Quinn said. “It creates silos 
in my opinion. ... It creates a roadblock 
for progress.” 

One challenge in the transition has been 
getting managers to appreciate the constant 
participation needed to make rolling fore- 
casts work properly, or just getting them to 
focus on it on a routine enough basis so 
that it’s a fresh, viable document. 

But Quinn has been able to convince 
many of the managers that an ongoing 
conversation about revenue and expens- 
es can help the organization move more 
quickly when needs arise (see the sidebar, 
“How It Works”). Compared with the pre- 


Quinn said. For instance, if one depart- 
ment underspends or exceeds revenue ex- 
pectations during a period, Quinn and his 
team can more easily make adjustments to 
help another department facing unex- 
pected expenses. 

“[If] I've got to go build this wall, or 
tear up this carpet and redo all this stuff 
I didn’t factor in, now I know that things 
are going to change, and I can make ad- 
justments and still move forward and still 
run the organization to be what it needs 
to be,” he explained. “We need the abili- 
ty to constantly look and adjust, and see 
what other places I can adjust to possibly 
get close to where we need to be and still 
meet the guest needs, keeping our duties 
up, and still be a nice place to come play.” 

So building trust among the other man- 
agers—in large part by communicating 
how the change will benefit the organiza- 
tion—has been a big part of the transition. 

“Making sure everyone understands 
how we need to move forward, that’s still 
going on,” Quinn said. But he’s confident 
doubters will get on board, and he takes 
comfort in one reality: “I always have the 
threat of, ‘If we can’t make this work, we 
can always go back to budgets.’ That’s al- 
ways a nice hammer to hold.” 
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Quinn’s main regret is making the 
jump when he did, even though the tim- 
ing was never going to be perfect. 

“We sort of jumped into it without hav- 
ing all the performance indicators in place 
completely,” he said. “But it’s one of those 
things, where sooner or later, you have to 


make the jump anyway. I think if you had % 











































How It Works 


This hypothetical assumes that 
over a five-year period, Northern 
Quest spent an average of 
$100,000 a year on soap for its 
hotel rooms. In the old budget 
model, that would mean the 
housekeeping department's alloca- 
tion for soap would probably be 
about $100,000 for the next 12- 
month period. That number is 
locked in—even if, halfway 
through the year, a stock-market 
crash leaves consumers with less 
disposable income and, in turn, 
the resort with fewer visitors. So 
the problem under the old-budget 
scenario was that a dip in revenue 
caused by fewer visitors—never 
mind the dip in the need for 
soap—inight have still translated 
into $100,000 spent on soap that 
year. 

In the forecasting model— 
again, using the same hypothetical 
numbers—Northern Quest might 
plan to spend $25,000 every 
quarter on soap. If in the middle 
of the first quarter the same nega- 
tive event translates into a 20% 
decline in visitors—and therefore 
20% less soap used—the soap 
budget can be adjusted downward 
to $20,000. Quinn can then reas- 
sign the excess $5,000 to another 
department. If, on the other hand, 
occupancy is higher than expect- 
ed, creating more need for soap, 
the additional revenue can be allo- 
cated for more soap. 
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everything lined up perfectly, it would be 
great. But I don’t know if you're ever 
going to.” 


CONSIDERING More THAN 
JUST THE BUDGET 

While Northern Quest made a clean break 
from its budget, that strategy won't suit 
every company. Some organizations have 
simply cut the amount of detail in the 
budget, while others use a traditional 
budget in tandem with a rolling forecast. 

Some of the companies that have caught 
on to the rolling forecast model think 
they've made major strides just by doing 
so, explained Player of the Beyond Budg- 
eting Round Table. In reality, that is just the 
first of many steps to move to a more flex- 
ible forecasting model. 

A company that is considering elimi- 
nating its budget should ask process ques- 
tions about how that change would affect 
target setting, resource allocation, or in- 
centive compensation plans, Player ad- 
vised. There are also leadership questions: 
How does it change the way teams work? 
How does it change team and individual 
accountability? How does it change the 
company’s mission? “If you're making the 
transition, what you should do is make 
sure you've thought this through,” he said. 

Karen Schartman, the CFO for Kaiser 
Permanente’s Northwest region, said her 
company is moving away from a detail- 
driven budget, setting targets for broad 
categories such as payroll expenses and 
steering clear of item-by-item minutiae. 

“When we want to drive performance, 
we don’t need to know the budget for pen- 
cils,” she said. “We need to know, ‘What 
did we spend our money on today, and 
does it make sense?’ ” 

Spending less time on a budget and 
more on analyzing performance benefits 
a company in the long run, she explained. 
What formerly was a dollars-and-cents 
exercise—budgeting for hundreds of line- 
item categories—now plays a role in tar- 
get setting and frees up talent throughout 
the organization. 

“It’s so important that you're spending 
your time on something that adds value,” 


Schartman said. “If people are spending 
time on something that’s just an exercise, 
nobody likes working that way. 

“Human capital in organizations is 
scarce; it’s got to be directed on the right 
work. The world is depending on creativ- 
ity in decision-making. People need to be 
free to act. The control constraints that we 
might have needed in the past don’t make 
sense today.” “~ 
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ompanies increasingly are investing across 

borders. That includes foreign companies es- 

tablishing operations in the United States or 
Canada. The North American investments require 
accounting and tax services, making foreign 
companies potential new clients for North 


American accounting firms. 


But what is the best way to network 
across borders and attract these poten- 
tial clients? Can social media help limit 
international travel, keep business de- 
velopment costs down, and save time? 
The JofA sought answers to these ques- 
tions from three experts: Douglas Ng, 
CA, a partner who specializes in inter- 
national business development for 
Canadian accounting firm MNP LLP; 
Hideo Takada, CPA, a partner with 
Dixon Hughes Goodman, who special- 
izes in recruiting U.S. subsidiaries of 
Japanese companies; and Art Kuesel, 
president of Kuesel Consulting, who 
spoke at this year’s AICPA Practitioners 
Symposium and Tech+ Conference. 

Test your skills with LinkedIn, Twit- 
ter, email, and blog posts by considering 
the following questions, which are based 
on situations Ng, Takada, and Kuesel 
have experienced: 


1. You want to get your accounting firm’s 
name in front of potential clients on a 
global scale. Whai’s the best way to fuel 
opportunities? 

a. Focus your theme as narrowly as 
possible. 

b. Create a content strategy. 

c. Exploit the power of LinkedIn, 
blogs, Twitter, and other social 
media. 

d. Seek opportunities to get your con- 
tent published in trade publica- 
tions. 

e. All of the above. 


2. You have your eye on a poten- 
tial client, a U.S. subsidiary of 

a Japanese company, but no- 
body in your office has a:con- 
tact. What's the fastest way 
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to get a referral to the subsidiary’s CFO? 
a. Seek help from a managing partner 
in your firm whose office is locat- 

ed near the target company. 

b. Do a Google search of the parent 
company and send an email in 
Japanese. 

. Check your LinkedIn network. 

d. Find the CFO on the company’s 
website and call him or her. 

e. Call the U.S. trade representative 
nearest the parent company. 


Qa 


3. As the number of potential interna- 
tional clients increases, CPAs will en- 
counter different business cultures. How 
does that change business development? 

a. To win the sale, you need to 
demonstrate respect for your 
prospect’s culture and engage in 
customary business practices even 
if the discussion is in English. 

b. You need to bring an appropriate 
gift to win a sale. 

c. The American style of doing busi- 
ness is accepted worldwide be- 
cause most of the world has 
adopted English as a standard busi- 
ness language. 

d. Social media has become a great tool 
for overcoming cultural barriers. 


4. Your accounting firm wants you to re- 
cruit new international clients, and you 
have a good understanding of the kind of 
companies you're supposed to target. 
What effort is most likely to elicit in- 
quiries into the specific services your firm 
could provide? 

a. You attend social events, such as 
annual chamber of commerce din- 
ners, where you can meet execu- 
tives of companies and hand them 


your business card. 

b. You start a monthly newsletter that 
addresses accounting and tax is- 
sues your target companies care 
about, and you email it to them. 

c. You conduct regular webinars 
about accounting and tax issues 
that companies care about. 

d. You offer monthly seminars on ac- 
counting and tax issues in various 
locations, and you use a contact in 
each location to invite your target 
companies to attend. 


5. Your accounting firm wants you to re- 
cruit Chinese companies that are con- 
sidering a North American expansion. 
You get the name of a company from the 
trade office, alliance partners, or other 
Chinese players, such as investment 
bankers. What’s the course of events most 
likely to happen next? 

a. You work your LinkedIn network 
to find a contact in China who will 
refer you to the target company 
and arrange a face-to-face meeting 
with the top executive. 

b. You get on a plane and visit your 
Chinese contacts, who will arrange 
a face-to-face meeting with the tar- 
get company’s top executive. The 
first meeting goes well, so your 
boss goes to Shanghai to sign the 
new client. 

c. On one of your three or four an- 
nual trips to China, one 
of your contacts 
there gives you a re- 
ferral. You sign the 
new client after 
visiting the tar- 
get company 
repeatedly dur- 
ing your next 
several trips to China. 

d. All of the above. 


ANSWERS 

1. (e) The splintering of media channels 
and the proliferation of social media cre- 
ate significant “noise” for targets. They 
are bombarded by communication all 
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day with hundreds, if not 
thousands, of messages, and 
their filter has to be strong 
just to survive. To over- 

come the noise, you need 

to have a hyper-focused 
theme. Make your communication rele- 
vant to their issues and concerns and to 
the point. Also, it is not effective to have 
just one message. To be successful, you 
need to have multiple messages within 
your content strategy that consistently hit 
your targets. The tools you use to deliv- 
er these messages can vary widely, but 
blogging, LinkedIn, Twitter, and other 








relationships are built through personal 
contact, it is an effort that is not likely to 
be successful. 


3. (a) It is important to recognize that the 
little things mean so much in establishing 
trusting and valuable long-term relation- 
ships. In Japan, the quality and condition 
of your business card can speak volumes. 
It is important to ensure you have a suffi- 
cient amount of high-quality business 
cards on hand at all times. In addition, 
whenever you exchange cards, ensure you 
receive with both hands, read over care- 
fully, and then place on the table in front 


It is important to recognize that the little things 
mean so much in establishing trusting and valuable 
long-term relationships. 


social media platforms should be con- 

sidered because you can’t be quite sure 
how your targets most like to receive in- 
formation. Finally, don’t underestimate 
channels such as trade magazines and 
e-publications. Getting a published arti- 
cle or topic in an industry publication is 
often considered an anchor to your cred- 
ibility and knowledge. 


2. (c) Working your firm’s resources to 
network is still appropriate, but it will 
take time to have the managing partner 
at one of your firm’s offices call a contact 
at the local chamber of commerce, who 
may know the subsidiary’s CFO and can 
contact him or her. Depending on how 
developed your LinkedIn network is, you 
may find a contact who knows you and 
the CFO or at least a contact who knows 
somebody who knows the CFO. You can 
follow the degrees of separation on the 
LinkedIn network fairly 

quickly. Emailing the 
parent company also 
takes a little time—and 
writing the email in 
Japanese is com- 
mendable—but in a 
culture in which 
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of you or ina card holder. Avoid dropping 
it in your pocket, as this may be consid- 
ered disrespectful. In Brazil, it is often con- 
sidered rude to start business discussions 
before your host does. Allow the host to 
take the lead and decide when to transi- 
tion from chit-chatting and relationship 
building to business discussion. In many 
countries outside the United States, as a 
foreigner, you are likely expected to be on 
time, if not early, for a business appoint- 
ment, even though your hosts may arrive 
late. Gift giving, though part of some busi- 
ness cultures, can be problematic legally. 


4. (d) Seminars cost more than webinars 
and newsletters, but they not only attract 
companies seeking help and show them 
that you know your stuff, they also pro- 
vide the face-to-face contact necessary to 
build the kind of trust that attracts new 
international clients. Social events are 
great networking opportunities, but the 
executives you meet may not 
need your firm’s services. 


5. (c) In China, business re- 
lationships are built on 
trust, which requires 
multiple face-to-face vis- 


its to show your commitment. In the be- 
ginning, the same person should visit the 
target company each time, and it helps a 
great deal if that person speaks the local 
language or dialect and is familiar with 
local customs. 


SCORING 
If you answered four or five questions 
correctly, congratulations. Your awareness 
and understanding of how to network in 
other business cultures will greatly assist _ 
you in attracting international clients. But 
you shouldn't stop learning about other 
cultures and about what communication 
technologies are useful in other countries. 
If you answered three ques- 
tions correctly, you're on the right 
track. Continue to gain knowl- 
edge and training. 
If you answered fewer 
than three questions correct- 
ly, consider talking to inter- 
national business development experts 


and intensify your training. ~ 


Sabine Vollmer is a JofA senior editor. To 
comment on this article or to suggest an idea 
for another article, contact her at svollmer@ 
aicpa.org or 919-402-2304. 
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Experts provide insight our years after expanding into China, Merkle, a U.S. company 
p that specializes in customer relationship marketing, employs more 


into the culture and than 200 people in Shanghai and Nanjing. Sally Shanks, CPA, 
customs of the world’s vice president and controller at Merkle, will always remember one of 
the challenges she encountered doing business in China: The docu- 
ment to lease office space looked nothing like the detailed contracts of 
90 pages or more she was used to in the United States. In China, she 
received a standard one-page government contract that required ne- 
gotiations that took four times longer than planned and required many 
compromises. 


second largest economy. 


by Sabine Vollmer 





36 Journal of Accountancy October 2013 www.journalofaccountancy.com 


As a CPA and Merkle’s risk manager, 
Shanks said she had to refigure what were 
acceptable levels of risk. 

“We weren't going to get everything 
that we traditionally would get in the 
U.S.,” she said. “We weren't able to trans- 
fer a lot of risk onto the service providers 
we were partnering with. Where we would 
normally drive definitions and clarity into 
our arrangements, we had to compro- 
mise.” So the company quickly realized 


Be aaa mn 
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that it had to change its mindset and how 
it was approaching things in China. 
Merkle, a private company that em- 
ploys more than 1,700 people and gener- 
ated more than $300 million in revenue 
in 2012, is among a growing number of 
U.S. companies that generate sales in the 
world’s second-largest economy. In 2012, 
sales in China accounted for 11.2% of rev- 
enue reported by U.S. companies listed on 
the Standard & Poor's 500, research by The 


Economist suggested. The growing reliance 
on China’s economy is increasingly ex- 
posing CPAs in business and industry and 
in public accounting to a business culture 
that may be unfamiliar and challenging. 


WHAT THE EXPERTS ADVISE 
To find out what CPAs need to know about 
China, the JofA asked David Wu, CPA, 
CGMA, a managing partner at GMP Tal- 


ent International, a retained executive 
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search firm in Shanghai; Len Jui, CPA, a 
partner and head of public policy and reg- 
ulatory affairs at KPMG in Beijing; Henry 
Tam, CEO and co-founder of the Ameri- 
can Learning Network; and William 
Stahlin, CPA, a professor of accounting 
and finance at Stevens Institute of Tech- 
nology, to provide insights into Chinese 
business culture and customs. 

Wu specializes in recruiting middle- 
and senior-level executives in China for 
clients in the industrial, consumer, and life 
sciences sectors. He also spent more than 
a decade working in the United States, 
Canada, and Singapore. Jui was educated 
in the United Kingdom and the United 
States and worked for the SEC. Tam is a 
Chinese-American who has experience in 
Asia holding roles in business development, 
sales, and investments for AOL, the World 
Bank, PwC, and The Washington Post. 
Stahlin has 10 years of experience with Big 
Four auditing firms and extensive consult- 
ing experience in the manufacturing, im- 
porting, and transportation industries. 

Most importantly, the experts agreed, 
CPAs encountering Chinese business cul- 
ture and customs should stick to their 
principles and code of conduct, but they 
should be culturally sensitive and remain 


flexible on certain rules and customs. 

The following are excerpts of other in- 
sights provided during discussions with 
Stahlin, Tam, Jui, and Wu: 


What are some particular Chinese cus- 
toms with which U.S. CPAs should be fa- 
miliar? 
Stahlin: Many cultures do not share the 
short-term orientation that Americans are 
well-known for. Building a relationship is 
essential in many cultures before business 
can be transacted. In China, for example, 
there is no business discussion before din- 
ner, drinks, and entertaining. 
Tam: The major difference between U.S. 
and Chinese business culture is probably hi- 
erarchical. The level of respect you show 
somebody with seniority, the level of defer- 
ence that you show that person with sen- 
iority is definitely apparent in the way the 
Chinese do business. In the Western cor- 
porate world it’s less obvious, and it’s maybe 
more subtle in terms of the deference. 
Wu: Chinese people do business with peo- 
ple they know and trust, and the: quality 
of service delivery is usually better if you 
know the person in charge of the project. 
Take your time and get to know your 
potential partners in China through fre- 
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quent visits and face-to-face interactions. 
Once trust has been built, Chinese busi- 
nesspeople will gladly share their thoughts 
with you and will give you honest feed- 
back. To build trust and rapport, you 
should learn some basic Chinese—Man- 
darin and the local dialect if you have a tal- 
ent for languages. Invite Chinese busi- 
nesspeople to lunch or dinner or to a 
karaoke bar, where you could sing a Chi- 
nese song you learned, or learn a bit of 
Chinese traditional opera. 

Entertaining is an integral part of doing 
business in China, and you should learn 
some basic Chinese dinner table manners. 
In northern China, for example, people 
like to drink baijiu, a potent white spirit, 
so be prepared to have a few glasses dur- 
ing dinner. 

Also, start with a small project just to 
get familiar with your Chinese counter- 
part, because there is a learning curve you 
have to go through your first time doing 
business in China. Chinese people like to 
say, “Yes, no problem,” but you should 
plan for glitches when the project goes live. 


What steps can U.S. CPAs take to mini- 
mize misunderstandings when doing busi- 
ness in China? 

Stahlin: Harmony is greatly valued in 
many Eastern cultures. Disagreeing pub- 
licly in a negotiation or having a shouting 
match can have severe consequences in a 
negotiation. Avoiding embarrassment to 
others is also related to a cultural disincli- 
nation to say “no.” Frequently, “yes” means 
I understand what you are saying rather 
than I agree with you. When asked a di- 
rect question, such as “Do we have a 
deal?,” responses such as “Yes, approval 
appears likely,” “You will know soon,” or 
“That is a difficult question,” are all polite 
ways of saying “no.” 

Tam: To minimize misunderstandings, 
CPAs should talk to people who have dealt 
with the Chinese before. There are re- 
sources that you can tap into, whether 
within or outside of your company, that 
will be able to prepare you. 

Wu: Chinese people believe there is room 
for negotiations on almost every deal. Start 
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out with a reasonable proposal. Don’t show 
frustration during negotiations, and be tol- 
erant when the topic of conversation shifts. 
Cultural differences may make it challeng- 
ing to find out how your Chinese counter- 
parts feel about a deal, especially whether 
they have any concerns. Listen carefully. 
When you close a deal, put everything 
in writing and get the most senior person 
on the Chinese side to sign off. After a con- 
tract is signed, understand that this is the 
beginning of the arrangement; follow up 
with your new partner and look for ac- 
tions. Actions taken by the Chinese com- 
pany or partner indicate commitment. Do 
not hesitate to suggest specific actions. 
Also, exchanging gifts has a long histo- 
ry in Chinese social and business culture. 
You should present your business counter- 
parts with small, wrapped gifts that you give 
them respectfully with both hands. Good 


blesome. It’s time-consuming and costly to 
a company. 


How difficult is it to recruit and retain em- 
ployees, particularly finance talent? What 
is the best way to address the challenges? 
Jui: It’s very challenging to retain good em- 
ployees in China, especially finance pro- 
fessionals. The accounting profession is 
only 28 years old, so it doesn’t have the 
steady supply as in countries like the U.S. 
So multinationals and accounting firms are 
recruiting overseas Chinese to go to China 
to take on the senior financial reporting 
roles as well as senior auditor roles. 

A person with three years of experience 
working for any one of the international 
firms will get recruited by multinationals 
or Chinese companies that are willing to 
pay two or three times more in salaries. 
We've seen accountants from Hong Kong, 


“Entertaining is an integral part of doing business 
in China, and you should learn some basic 
Chinese dinner table manners.’-—David Wu 


gifts represent the city or state you are from 
or things with your company logo. Gifts do 
not have to be expensive. 


What’s the best way to handle a business 
dispute with a supplier or partner in China? 
Stahlin: Someone familiar with the local 
customs can provide excellent advice for 
handling an issue when you are in unfa- 
miliar waters. If you confer with local staff 
on the issue, listen carefully and follow 
what they have to say. 

Tam: There are not too many good options 
out there. You could have something drag 
on for years and just be a drain on re- 
sources. In some ways it’s better to cut 
your losses and move on instead of trying 
to get parity with what you have lost in the 
deal. Sometimes it’s better to learn your 
lesson quickly and move on. 

Wu: Generally speaking, Chinese try to 
avoid lawsuits and prefer to settle disputes 
privately outside of court, because the 
process of a lawsuit is quite long and trou- 


Taiwan, Singapore, Malaysia, as well as 
Chinese-Americans making their way to 
China, getting their salaries doubled, and 
taking on more senior roles than they 
would have in their home countries. 

Wu: China has a shortage of management 
talent, including in finance. It is difficult to 
find a Chinese CFO with strong interna- 
tional experience and good English language 
skills, especially in second- and third-tier 
cities. To develop and retain local Chinese 
talent, I suggest rotating talent through dif- 
ferent departments, sending them on over- 
seas business trips, providing them with 
mentors, and sponsoring advanced business 
courses. Career development is more im- 
portant for Chinese than salary, because the 
Chinese believe that learning and career ad- 
vancement will bring about earning. * 





Sabine Vollmer is a JofA senior editor. To 
comment on this article or to suggest an idea 
for another article, contact her at svollmer@ 
aicpa.org or 919-402-2304. 
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Succession 
Procrastination 
Fourth in a series: Deal structure provides a path 


to retirement for CPAs who fear a loss of control 
or income. 


by Joel Sinkin and Terrence Putney, CPA 


he 2012 PCPS Succession Survey, a joint project of the AICPA Pri- 

vate Companies Practice Section (PCPS) and Succession Insti- 

tute LLC, found nearly 80% of CPA firm owners expect 
succession to become a major issue for their firms in the next 10 years 
(see “Succession Planning: The Challenge of What’s Next,” JofA, Jan. 
2013, page 44). 


The same study revealed, however, that 15 or fewer professionals—do not have 
more than half of all accounting firms— a signed succession agreement in place. 
and more than two-thirds of those with The percentage of firms with signed suc- 


Powerful forces are transforming the 
accounting profession in the United 
States. The Baby Boomers are head- 
ing into their retirement years. Baby 
Boomer CPAs are in charge of most 
U.S. accounting firms, and most 
U.S. accounting firms don’t have a 
signed succession plan or practice- 
continuation agreement in place. 
These realities are rewriting the 
rules for U.S. accounting firms and 
CPA firm owners. Firms must con- 
tend with unprecedented financial, 
cultural, and marketplace changes. 
The JofA is presenting a succes- 
sion series designed to help account- 
ants navigate the new landscape of 
succession and mergers. This 
month’ installment, the fourth in 
the series, looks at the two-stage 
deal—a form of CPA firm sale well- 
suited to succession situations. 





cession plans is on the rise, but it is be- 
hind where it should be with large num- 
bers of Baby Boomer CPAs eyeing retire- 
ment over the next several years. 

The trend is not surprising. In more 
than 20 years of consulting with thou- 
sands of accounting firms, the authors have 
found that CPAs often put off planning 
for retirement and succession. Two main 
reasons for this are: 

i Loss of income. Transitioning a firm 
or book of business means selling 
in the minds of many practitioners. 
Selling means at least partial loss of 
current income. A practitioner who 
is three years away from slowing 
down often can’t justify giving up 
current income to accomplish what 
feels like a long-term goal. 

i Loss of control. Most owners and 
partners believe they are the master 
of their domain: The idea of losing 
some control is so distasteful they 
prefer to ignore their succession 





40 Journal of Accountancy October 2013 


www.journalofaccountancy.com 


PHOTO BY ISTOCKPHOTO/THINKSTOCK. 


concerns rather than affiliating with 
a successor firm and experiencing 
any change. 

To overcome these concerns, practi- 
tioners need an option that allows them 
to commence the transition of relation- 
ships with clients and staff—the basis for 
the value of an accounting firm—in a 
manner that enhances the retention of 
those relationships without giving up 
control and income before they are ready. 
This is where a two-stage deal comes into 
play. 

A two-stage deal is designed for prac- 
titioners who are six years or less from re- 


Atwo-stage deal allows 


> 


PRACTICE MANAGEMENT 


loyal clients. It usually takes two to five 
years to properly transition partner-loyal 
clients from the departing CPA to the suc- 
cessor, whereas brand-loyal clients typi- 
cally take less time to transition. 
Example. A sole proprietor was gen- 
erating $500,000 in annual revenues with 
one full-time senior professional, a full- 
time paraprofessional, and a clerical per- 
son while netting 40%, including perks 
and benefits. This owner wanted to work 
three more years full time and several 
more years in a part-time role thereafter. 
The buyer was a three-partner firm gen- 
erating $2.2 million a year working with 


the selling practitioner to 


retain control of the practice and to maintain his or 
her income level during the transition. 


ducing their time commitment to the 
practice. In essence, the two-stage deal in- 
volves affiliating now with a successor 
firm, starting the transition while the 
practitioner is still in control of his or her 
practice, and postponing the adjustment in 
income until he or she slows down. At that 
point, the retiring/selling partner would 
start receiving payments for the sale of the 
practice. 

The first stage of a two-stage deal lasts 
a maximum of six years and is particu- 
larly important for practices with partner- 





similar clients, under a similar culture 
and fee range. 

Stage One was set up to be a maximum 
of three years. At its inception, the two prac- 
tices were combined. Stage One could end 
sooner at the discretion of the selling, or 
transitioning, owner. The successor firm 
provided the practice with the same amount 
of labor required in the past through a com- 
bination of retaining and replacing staff, as 
both were deemed necessary by the parties. 
The successor firm took over most of the 
administration, and the deal was held out 


EXECUTIVE SUMMARY 





to the public as a merger. 

The transitioning owner was able to 
come and go reasonably as he saw fit, run 
his practice through the successor firm’s 
infrastructure, and retain significant au- 
tonomy and control. Because he histori- 
cally generated a 40% margin, the suc- 
cessor firm agreed to assume all the 
operating costs of the practice and pay 
40% of gross collections from the transi- 
tioning owner's original clients as com- 
pensation. Stage One was set to terminate 
on the first of the following events: (1) the 
end of three years; (2) the death or dis- 
ability of the transitioning owner; or (3) 
the election of the transitioning owner. 

Stage Two was the buyout, and it was 
set up ina traditional fashion. Stage Two 
kicked in at the end of Stage One. By de- 
ferring the buyout until the full-time 
compensation ceased, the transitioning 
owner could extend the period for his 
full-time compensation, and the succes- 
sor wasn’t being asked to pay for the prac- 
tice and full-time compensation at the 
same time. 

The authors have found buyers and 
sellers prefer this approach for several 
reasons: 

@ Transitioning owners are normal- 
ly exposed 100% to the loss of any 
business. The loss of a $50,000 
client means $50,000 less profit 
when they are on their own. In a 
two-stage deal, the successor firm } 











CPAs often put off planning 











The main reasons are concern 
that such plans will result in a 
loss of income, a loss of control, 
or both. 

@ A two-stage deal can help 
move retirement and succes- 
sion plans forward. The deal is 
designed for practitioners who 
are six years or less from reduc- 
ing their time commitment to the 
practice. 
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for retirement and succession. 


& Two-stage deals call for de- 
parting or selling owners to as- 
sociate with successor firms 
for a period of time before pay- 
ments commence for the sale of 
the practice. This allows the tran- 
sitioning of clients and staff to 
the new firm to begin while the 
selling partner still controls his or 
her practice and maintains his or 
her income level. 

@ The first phase of a two- 
stage deal typically lasts for a 
maximum of six years and acts 


much like a practice-continua- 
tion agreement, except with in- 
come certainty. The selling part- 
ner usually runs his or her 

practice through the administra- 


tion and infrastructure of the suc- 


cessor firm. 

fi The second phase of a two- 
stage deal is the buyout, which 
is delayed until the selling owner 
no longer is receiving full-time 
compensation. This saves the 
successor firm from having to 
pay the partner's compensation 


and buy his or her practice at the 
same time. 





Joel Sinkin (jsinkin@transition 
advisors.com) is president, and 
Terrence Putney (tputney@transition 
advisors.com) is CEO, both of 
Transition Advisors LLC in New 
York City. 


To comment on this article or to 
suggest an idea for another arti- 
cle, contact Jeff Drew, senior edi- 
tor, at jdrew@aicpa.org or 919- 
402-4056. 








is in a much better position to 
adjust costs and maintain margins. 
Under the above compensation 
formula, the transitioning owner's 
compensation decreases by only 
40% of the $50,000, instead of all 
of it. 

™ Ifthe transitioning owner sudden- 
ly needs more labor than he used 
in the past, he has the resources 
available. So if he wants to cut 
back his hours to, say, 80%, he 
can. His compensation would be 
adjusted for the use of more labor, 
but he has much more flexibility. 
The transitioning owner can cut 
back her overall time due to a 
much lower administrative burden 
without giving up income, or she 
can redirect that time to practice 
development or more client serv- 
ice. 

& This structure operates like a prac- 
tice-continuation agreement but 
with complete certainty of out- 
come. 

m= Most two-stage buyouts include a 
retention period just as outright 
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sales do. However, because Stage 
One is where the transition is pri- 
marily executed, client retention is 
maximized, resulting in maximum 
value for both parties. 

@ Both parties can focus on cross- 
selling additional services and de- 
veloping new clients during Stage 
One, leading to a better outcome 
for all. 


egories of transition: (1) partners seeking to 
work for many more years and grow pro- 
fessionally and financially; (2) partners seek- 
ing to slow down in five years or less; or (3) 
partners seeking an immediate transition to 
retirement or part-time work. With the two- 
stage deal, all three categories of partners can 
complete a merger with one successor 
firm—a merger that meets everyone’ needs, 
including those of the successor firm. 


Both the retiring practitioner and the successor can 
benefit from retaining clients and developing additional 
services and new clients during the transition. 


m™ The successor firm usually experi- 

ences increased profitability even 

during Stage One due to elimina- 

tion of redundant costs such as ex- 

cess labor, rent, software, etc. Plus 

the successor firm can offer an ex- 

panded service mix to more 
clients. 

The authors have used this technique for 

larger multipartner firms as well. They find 

many firms with partners in up to three cat- 


For partners in the first category, a tra- 
ditional merger is probably appropriate. 
They would exchange the equity in their 
firm for equity in the combined firm. A 
two-stage deal would accomplish every- 
one’s goals for the second category of 
partners. The partners looking for a 
short-term transition would be best- 
served by a traditional buyout using 
terms negotiated as a part of the merger 
discussion. so 
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-—7— he appeal of investing retirement funds outside of the typical se- 
f curities market has driven a surge in the use of self-directed IRA 
EZ. (SDIRA) investment structures. These structures come in vari- 

ous forms, but they all start when an IRA account holder forms an 

SDIRA with a custodian (e.g., a bank or trust company) that is amenable 

to holding “nontraditional” types of investments. In other words, the 

feature that makes an IRA “self-directed” is not its general legal frame- 
work, but rather the fact that the SDIRA’s custodian permits a wide array 
of investments and maximum control by the account holder. 


Investments within SDIRAs frequently in- 
clude real estate, closely held business en- 
tities, and private loans and can include 
any other investment that is not specifi- 
cally prohibited by federal law—anything 
other than life insurance and collectibles 
can be held in an SDIRA. The SDIRA it- 
self can be structured as a self-employed 
plan (SEP), a savings incentive match plan 
for employees (SIMPLE), or a traditional 
or Roth IRA, and is normally funded by a 
transfer from an account holder’s other 
IRA or a rollover from a qualified retire- 
ment account (e.g., a 401(k)). However, 
one common theme is that the IRA ac- 
count holder wants to diversify away from 
100% stock market-based investments 
and/or believes that better investment re- 
turns exist outside the securities market. 

Once the SDIRA is formed and fund- 
ed, there are two general options for in- 
vesting the SDIRA’s cash. The account 
holder can either instruct the custodian to 
execute an investment directly out of the 
SDIRA, in which case the SDIRA becomes 
the legal owner of the asset, or the account 
holder can invest substantially all of the 
SDIRA’s assets into a limited liability com- 
pany (LLC). In the latter case, the SDIRA 
is usually, but not always, the 100% 
owner/member of the LLC (SDIRA/LLC). 
The SDIRA/LLC can then execute invest- 
ments, generally with the LLC’s manager 
as the SDIRA account holder, and thus the 
LLC becomes the legal owner of the asset 
in question (e.g., real estate). Both invest- 
ment methods are legally viable, but each 
leads to legal and tax challenges. 

Based on the author’s conversations 
with thousands of SDIRA and SDIRA/LLC 


investors (and their advisers) throughout 
the country, without a doubt there are sig- 
nificant tax compliance problems within 
this colorful marketplace. In fact, it is like- 
ly that less than 50% of SDIRA and SDIRA/ 
LLC investors handle the legal and tax is- 
sues correctly, and many of these investors 
are unaware that these problems even 
exist. Unfortunately, these pitfalls can re- 
sult in the complete invalidation of the 
SDIRA due to a “prohibited transaction” 
and/or current tax consequences within 
the SDIRA itself. 

The following two examples, which are 
based on real-life client scenarios (although 
details have been changed to protect client 
confidentiality), illustrate issues clients and 
their tax advisers must be aware of when 
investing using an SDIRA or SDIRA/LLC. 
Ideally, these traps are considered before 
venturing into the world of nontradition- 
al retirement account investing. 


EXAMPLE |: IRA INVESTS IN 
CLOSELY HELD BUSINESS 
ENTITY (Toy COMPANY) 

Setup. Sarah was a high-net-worth in- 
dividual and a valued client of a multina- 
tional bank’s private trust company. 
Although the trust company did not rou- 
tinely facilitate the investment of IRA funds 
into nontraditional investments, Sarah re- 
quested that her IRA invest $500,000 into 
anew LLC. 

The investment gave Sarah’s SDIRA a 
25% ownership interest in the LLC, and 
the trust company held all of the paper- 
work for the LLC unit purchase on the 
SDIRA’s behalf. The LLC had three other 


owners, not related to Sarah, and none of # 


oo  ———— 
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the other investors were co-owners with 
her in any other business entity. Sarah was 
not involved in the LLC’s day-to-day op- 
erations and did not otherwise personal- 
ly benefit from the investment. 
Investment. The LLC designed, man- 
ufactured, and sold children’s toys. The 
toys quickly became hot sellers, and the 
LLC recorded a significant profit on its an- 
nual Form 1065, U.S. Return of Partner- 
ship Income. In turn, each investor, 
including Sarah’s SDIRA, was issued year- 
ly Schedules K-1, Partner’s Share of Income, 


Unrelated debt-financed income (UDFI) 
under Sec. 514 is income earned by an ex- 
empt organization from property used for 
a nonexempt purpose that has been ac- 
quired by incurring debt. Although the 
prohibited transaction analysis involves 
many intricacies and hidden traps, this ex- 
ample assumes, based on the fact that 
Sarah’s SDIRA investment did not direct- 
ly involve or benefit a “disqualified person” 
(Sec. 4975(e)(2)), that the investment did 
not result in a prohibited transaction. The 
UBTI and UDFI issues, however, turn out 


SDIRA custodians frequently facilitate IRA investments 
that will undoubtedly trigger UBT, but then avoid all 


responsibility when these tax consequences occur. 


Deductions, Credits, etc., which showed or- 
dinary business income. In Sarah’s case, 
the K-1 forms were mailed directly to the 
trust company. 

Legal and tax problems. Two funda- 
mental legal and tax issues must be con- 
sidered with any SDIRA investment. First, 
the SDIRA’s investment could raise a pro- 
hibited transaction problem under Sec. 
4975. If the investment is not a prohibit- 
ed transaction, the second consideration is 
whether the SDIRA’s investment results in 
current tax to the SDIRA as a result of un- 
related business taxable income (UBTI) or 
unrelated debt-financed income (UDFI). 

Sec. 512 imposes a tax on income 
earned by a tax-exempt organization in a 
trade or business that is unrelated to the 
organization’s exempt purpose (UBTI). 


@ Self-directed IRAs (SDIRAs), 
in which investors choose their 
own, often nontraditional, in- — 

_ vestments, have grown enor- 
mously in popularity. 
@ The custodians of these 
IRAs often leave investors on 
their own when it comes to com- 
pliance and tax issues, and many, 
if not most, investors are un- 


aware that potentially significant 
issues can arise. 

@ Unforeseen results can in- 
clude the need to file a Form 
990-T for the IRA and liability for 
tax on certain types of income 
that may be considered unrelated 
business income or unrelated 
debt-financed income. 

@ SDIRA investments can re- 


to be much more problematic for Sarah. 
Most IRA investments do not trigger 
current tax consequences, not because all 
income an IRA earns grows tax free, but 
because the types of income that an IRA 
typically earns are exempt from UBTI 
rules. For example, IRAs that invest in 
publicly traded securities (e.g., stocks, 
bonds, and mutual funds) do not owe cur- 
rent tax because gains from the sale of C 
corporation stock, dividends, and interest 
income are exempt from UBTI. For this 
reason, most IRA investors are unaware 
that an IRA can be required to file a tax re- 
turn (Form 990-T, Exempt Organization 
Business Income Tax Return) and pay tax. 
The two key trigger events for current IRA 
tax consequences are (1) income from a 
business that is regularly carried on 


EXECUTIVE SUMMARY 


compliance issues. 





sult in taxpayers unwittingly en- 
gaging in prohibited transactions, 
which can disqualify the IRA. 
@ Advisers should be prepared 
to help clients avoid some of 

._ these compliance problems by 
educating them about what in- 
vestments are permitted in 
SDIRAs and what can raise tax 


(whether directly or indirectly) and (2) in- 
come from debt-financed property. 

Here, Sarah was shocked to discover, 
five years into the toy company’s opera- 
tions, that her SDIRA not only owed taxes 
on the LLC’s yearly profit, but the tax rate 
on income over $9,750 was 35% (Gin 2005 
when this tax liability was incurred) be- 
cause IRAs are taxed at trust rates. (In 
2013, trust income above $11,950 is taxed 
at the new, higher 39.6% rate.) Although | 
Sarah’s SDIRA benefited from the prof- 
itable investment, the SDIRA owed hun- 
dreds of thousands of dollars in income 
tax, penalties, and interest. 

Compliance black hole. Several factors 
contributed to Sarah’s failure to comply 
with her tax obligations. First, Sarah was 
unaware of and uninformed about SDIRA 
legal and tax issues before her SDIRA in- 
vested in the toy company. This normal- 
ly occurs when an IRA account holder 
learns that an IRA can invest in almost any 
type of asset (which is technically true), 
gets excited about an investment oppor- 
tunity, and then quickly sets up an SDIRA. 
Second, as is typically the case, the IRA 
custodian refuses to take any responsi- 
bility and includes language with its IRA 
custodian agreement stating that all legal 
and tax consequences of the SDIRA’s in- 
vestments are the IRA account holder's 
sole responsibility. 

In fact, it is common for IRA custodi- 
ans to receive tax documents (e.g., Sched- 
ules K-1) and send copies to the SDIRA 
owner without mentioning the potential 
UBTI tax consequences. Of course, the 
SDIRA custodian will claim that it cannot 


Warren L. Baker (warren@amicus 
lawgroup.com) is a tax attorney with 
Amicus Law Group PC in Seattle. 


To comment on this article or to 
suggest an idee for another arti- 
cle, contact Sally P. Schreiber, 
senior editor, at sschreiber@ 
aicpa.org or 919-402-4828. 
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provide this guidance because it could be 
construed as legal or tax advice, but these 
same custodians actively promote the idea 
of nontraditional investing. The result is 
that SDIRA custodians frequently facilitate 
IRA investments that will undoubtedly 
trigger UBTI, but then avoid all responsi- 
bility when these tax consequences occur. 
In addition, because an IRA is not gener- 
ally required to file a tax return and IRA 
account holders and their advisers are nor- 
mally unfamiliar with these issues, no one 
is likely to realize that a tax has been trig- 
gered—including the IRS. 


EXAMPLE 2; IRA-OWNED 
LLC INVESTS IN REAL ESTATE 
PARTNERSHIP 

Setup. Mark, a retired airline pilot with 
$1.5 million in his 401(k) account, was 
afraid of another stock market meltdown 
and viewed real estate investments as a 
safer alternative and a diversification tech- 
nique for his retirement savings. After 
learning about SDIRAs from a friend, he 
did some preliminary research online. 
Mark quickly found numerous IRA cus- 
todians and companies that promoted 
“checkbook control IRAs” (i.e., the 
SDIRA/LLC concept discussed above) and 
decided that the lower annual cus- 
todian fees and overall control 
made the SDIRA/LLC the 
best option for him. 

Mark executed a 
partial rollover of his 
401(k) account into 


his new SDIRA. Subsequently, the SDIRA 
invested all but $300 into a newly formed 
LLC, thus creating an SDIRA/LLC struc- 
ture (it is typical to leave the smallest 
amount of cash in the IRA as possible). 
From there, the IRA custodian had little 
involvement because all of the invest- 
ments were made at the LLC level, with 
Mark facilitating transactions as the LLC’s 
sole manager. 

Investment. Mark’s goal for his 
SDIRA/LLC was to invest in residential 
rental real estate, either directly out of the 
LLC or through a “project LLC” (ie., a 
partnership) with other investors. Mark 
found a real estate investment group that 
frequently organized partnerships and 
promised a “passive” investment (i.e., no 
direct involvement by Mark). The group 
also told Mark that “our partnerships are 
perfectly acceptable self-directed IRA in- 
vestments.” The real estate partnerships 
collected capital contributions from 20 
investors and used the cash plus debt to 
purchase an apartment building. The 
apartment building was held as a rental 
property, with net income distributed to 
the investors, including Mark’s SDIRA/ 
LLC, quarterly. 

Legal and tax problems. As stated above, 

it is possible for an SDIRA to invest in al- 
most anything, and thus the in- 
vestment organizer’s statement 
that real estate partnerships 
are acceptable SDIRA in- 
vestments is technically 
correct. However, this 
does not answer the 
question of whether 
there are more difficult 
legal or tax issues. For ex- 
ample, “rent from real prop- 
erty” is normally exempt from 
UBTI, and thus is not currently tax- 

able when earned by an SDIRA or SDIRA/ 
LLC. However, income from debt-financed 
property (whether held directly or indirect- 
ly by the SDIRA or SDIRA/LLC) is partially 
taxable under the UDFI rules because the in- 
come generated from the investment is not 
earned solely by investment of the 
SDIRA/LLC’s capital, but rather by bank (or 










private) financing. 

Here, the yearly rental income that is 
allocated to Mark’s SDIRA/LLC is partial- 
ly subject to tax under the UDFI rules. For- 
tunately, the tax consequences will likely 
be minimal due to the flowthrough of 
other tax items (e.g., depreciation) from 
the real estate held by the partnership. 
However, the SDIRA will likely be required 
to file a Form 990-T, and, even if no tax 
is due, it is likely a good idea to file the tax 
return so that the sale proceeds from the 
underlying apartment building (which will 
also be partially taxable due to the debt fi- 
nancing) are offset by the past losses. 

Compliance black hole. The SDIRA/ 
LLC structure in and of itself presents legal 
and tax compliance problems because the 
actual investments are outside of the IRA 
custodian’s view (however, as mentioned 
in Example 1, the custodian’s being di- 
rectly involved is not a guarantee that legal 
and tax problems will not occur). This is 
particularly the case if the SDIRA/LLC is 
established by a low-cost promoter who 
cares more about “the sale” than provid- 
ing the IRA account holder/LLC manager 
with appropriate advice. Also, because the 
SDIRA/LLC promoters are normally not 
law or accounting firms, they arguably 
should not be providing any advice what- 
soever, and, even if they do, that advice 
cannot be relied upon by the IRA account 
holder. This has the potential to create a 
situation where an SDIRA/LLC is estab- 
lished for an IRA account holder who can- 
not handle the complexity of the structure 
and who has no way of finding help that 
he or she can reasonably rely upon. 

Here, the LLC owned by Mark’s SDIRA 
will be considered a “disregarded entity” for 
federal tax purposes, and thus will not be 
required to file a tax return. In addition, if 
Mark is unaware that the debt financing at 
the real estate partnership level is trigger- 
ing current tax consequences to his SDIRA, 
he will not file a Form 990-T either. 


How To Protect SDIRA 
INVESTOR CLIENTS 

The above examples demonstrate some 
(but certainly not all) of the potential 
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problems that clients could face if they 
decide to invest their retirement account 
in “nontraditional” assets. Protecting 
clients from the perils of the SDIRA com- 
pliance black hole requires several es- 
sential steps. 

First, before doing anything, the client 
(and likely his or her CPA and attorney) 
needs to get up to speed on the unique 
SDIRA legal and tax complexities. Care 
should be taken when relying on the 
statements of custodians and SDIRA/LLC 
facilitators, as they often are incorrect, in- 


tis likely that less than 50% 


lar out” of the SDIRA or SDIRA/LLC is ac- 
counted for. This might sound straight- 
forward, but when the client controls 
numerous entities and/or real estate prop- 
erties and the SDIRA gets involved in a 
venture similar to one the client is in- 
volved in directly, things can get messy. 
Commingling of SDIRA and personal as- 
sets is almost surely a prohibited transac- 
tion, and even what might appear to be a 
“minor” prohibited transaction can in- 
validate the client’s entire SDIRA. What 
makes good recordkeeping even more 


of SDIRA and SDIRA/LLC 


investors handle the legal and tax issues correctly, and 
many investors are unaware that problems exist. 


complete, and/or biased in a way that 
promotes the particular company’s best 
interest (e.g., custodians promote the 
SDIRA because it results in more ongo- 
ing fees; facilitation companies promote 
the SDIRA/LLC because a basic SDIRA 
alone cuts them out of the equation). 

In addition, the basic legal framework 
can sometimes seem relatively straight- 
forward (e.g., no financial interactions 
with a disqualified person), but, as is often 
the case with tax law issues, the more sub- 
tle issues are misunderstood by casual ob- 
servers (e.g., no direct or indirect personal 
benefits to a disqualified person). For ex- 
ample, see a recent Tax Court case in 
which two taxpayers personally guaran- 
teed a loan to a company that their SDIRAs 
owned. The court held that the loan guar- 
antee was a prohibited transaction, which 
caused the accounts to cease to qualify as 
IRAs. As a result, the sale of the company 
stock held in the SDIRAs was directly tax- 
able to the taxpayers (and each taxpayer 
was liable for an accuracy-related penalty 
of more than $45,000) (Peek, 140 T.C. No. 
12 (2013)). 

Tax advisers can also protect clients 
from the dangers of SDIRA or SDIRA/LLC 
investing by putting an intensive focus on 
recordkeeping and, specifically, making 
sure that “every dollar in and every dol- 


challenging is the fact that many SDIRA 
account holders plan to invest using an 
SDIRA for 20 or more years. In other 
words, for many clients, getting their re- 
tirement funds out of the stock market 
and into nontraditional assets is not a one- 
ime transaction—it is a fundamental 
change in their investment plan. 

Tax advisers can also protect their 
clients by asking what their long-term 
plans are for an SDIRA. Many clients rush 
into SDIRA or SDIRA/LLC investments 
without considering any of the following 
issues: 

@ Will additional contributions or 
rollovers to the SDIRA be made, and, 
if so, how can those contributions be 
legally incorporated into the structure 
as a whole? 

What happens to the SDIRA’s invest- 
ments if the client dies? (Note: Estate 
planning raises several challenges with 
SDIRAs, e.g., how illiquid assets are di- 
vided among beneficiaries; who will 
manage the assets; and whether the 
beneficiaries understand the legal com- 
plexities of the SDIRA/LLC and can 
manage them accordingly; etc.) 

@ What if the client wants to take a dis- 
tribution of one of the SDIRA’s assets 
“in kind”? 

& Howis the SDIRA’s value determined for 


purposes of a Roth conversion and/or 

required minimum distributions (i.e., 

withdrawals that must be made after the 

client turns age 7042)? 

These issues, along with many others, 
should be considered and understood be- 
fore any steps are taken to form and/or 
invest using an SDIRA or SDIRA/LLC. 

In short, the world of SDIRA and 
SDIRA/LLC investors is growing rapidly, 
and advisers must understand the poten- 
tial pitfalls those investment vehicles pose | 
for clients. The tax adviser’s role is par- 
ticularly critical, given the lack of over- 
sight by SDIRA custodians and SDIRA/ 
LLC promoters and the potential for in- 
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his article examines the re- 
lationship between transfer 
pricing and an entity’s tax 
and financial reporting. Due to 
increased IRS audit procedures, 
transfer pricing has become one of 
the riskiest areas for multinational 
corporations from both a compli- 
ance and tax planning perspective. 


Amazon, AOL, Adobe, Hewlett-Packard, 
Microsoft, and other multinationals have 
made headlines because of transfer-pricing 
disputes over potential adjustments to 
income ranging from tens of millions to 


upward ofa billion dollars. However, the im- 
pact of transfer pricing could also apply, for 
example, to a small, closely held manufac- 
turing company in Canton, Ohio, looking to 
expand overseas. Because transfer pricing is 
aniche area for practitioners, this article gives 
a general overview of major transfer-pricing 
issues facing practitioners from a financial re- 
porting and tax perspective. 


WHAT IS TRANSFER PRICING? 
A transfer price is the price charged between 
related parties (e.g., a parent company and 
its controlled foreign corporation) in an 
intercompany transaction. Although in- 
tercompany transactions are eliminated 
when consolidating the financial results of 
controlled foreign corporations and their 
domestic parents, for tax purposes such 
entities are not consolidated (Sec. 1504(b) 
(3)), and the transactions are therefore not 
eliminated. Transfer prices directly affect 
the allocation of groupwide taxable in- 
come across national tax jurisdictions. 
Hence, a company’s transfer-pricing poli- 
cies can directly affect its after-tax income 
to the extent that tax rates differ across na- 
tional jurisdictions. 

Sec. 482 gives the IRS the authority to 
adjust taxable income between two relat- 
ed parties to more accurately reflect the in- 
come earned by each party. As detailed in 
Regs. Sec. 1.482-1(b), the standard to be 
applied to determine the true taxable in- 
come of a controlled taxpayer is that of a 
taxpayer dealing at arm’s length with an 
uncontrolled taxpayer. Generally, a con- 
trolled transaction meets the arm’s-length 
standard if the income from the transac- 
tion is consistent with the income that 
would have been realized if unrelated tax- 
payers had engaged in a comparable trans- 
action under comparable circumstances. 

Any transfers of economic value among 
related parties must meet the requirements 
of Sec. 482. Not only does it apply to the 
transfer of tangible goods (e.g., a foreign 
manufacturing unit sells its output to a U.S. 
distributor, both owned by a U.K. parent 
company), but also to intercompany serv- 
ices performed. Provision of intragroup 
services (e.g., call center support, devel- 





opment of marketing plans, and legal and 
accounting services), intragroup financing, 
and the use of intellectual property legal- 
ly owned by a particular group member are 
all examples of transactions subject to 
scrutiny under Sec. 482. 

Determining a company’s transfer prices 
requires identifying where value is creat- 
ed in an organization and transferred 
across group members. Typically, value 
can be characterized and the compara- 
bility of a transaction with one between 
unrelated parties can be determined by 
factors including the assets used, the risks 
assumed, and the functions performed by 
each group member in an intercompany 
transaction (Regs. Secs. 1.482-1(c) and 
(d)). Taxpayers choose an appropriate 
economic method specified in Regs. Sec. 
1.482-3(a) to determine a range of arm’s- 
length prices (or profits) (see Regs. Sec. 
1.482-1(e)) for the transaction in ques- 
tion. Most foreign tax authorities also 
specify similar methods to choose from. 
The transfer price ultimately used to de- 
termine taxable income across borders is 
considered to be at arm’s length if it falls 
into the range computed. 


THE DIFFICULTY IN APPLYING 
TRANSFER PRICING 
Transfer pricing is in the cross hairs of tax 
policy as it relates to the competing objec- 
tives of three parties: the revenue-maxi- 
mizing objective of the domestic tax 
authority, the revenue-maximizing objective 
of the foreign tax authority, and the tax-min- 
imizing objective of the taxpayer. Because 
of the inherent differences in judgment and 
interpretation of facts when analyzing a 
company’s transfer pricing, together with 
the clashing revenue objectives of multiple 
tax authorities and taxpayers, the risk of ad- 
justments to taxable income, double taxa- 
tion, and potential for penalties is nontrivial, 
even for multinationals that make good- 
faith efforts to comply with Sec. 482. 
Disputes between tax authorities and tax- 
payers may arise in many areas, including: 
m™ Tax authorities may question the as- 
sumptions used when applying the 
particular economic method chosen. 
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™@ Tax authorities may question the choice 
of the economic method. 

@ Tax authorities may disagree with the 
taxpayer's characterization of the value 
chain within the group. 

Example. As an example of the last type 
of dispute, in 2006 the IRS and Glaxo- 
SmithKline Holdings (Americas) Inc. (GSK 
U.S.) settled a transfer-pricing dispute cov- 
ering 1989 through 2005 for $3.4 billion, 
the largest settlement ever obtained by the 
IRS. At issue was the price charged GSK U.S. 
by its U.K.-based parent, GlaxoSmithKline 
ple, through its worldwide operating group 
(Glaxo Group) for cost of goods sold, roy- 
alties, and other expenses, related in part to 
manufacturing and distributing Zantac and 
other prescription drugs. The position of 
GSK US. was that the drugs were developed 
outside the United States, as was the mar- 
keting strategy it used to sell them. As such, 
GSK U.S. was performing routine distribu- 
tion and was charged prices and royalties 

_based on the “resale price method,” which 

determines the appropriate arm’s-length 

range by the markups received by compa- 
rable distributors in uncontrolled, arm’s- 
length transactions. 

Based on the same facts, however, the 
IRS considered the marketing functions 
performed by GSK U.S. to have had a sub- 
stantial role in creating demand for the 
drugs, and therefore, GSK U.S. deserved 
a much higher gross profit margin. The IRS 
applied the residual-profit-split method, 
which allocated Glaxo Group profit first 
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between “routine” functions performed by 
GSK U.S. and GSK Group, then split the 
remaining profit according to where the 
largest part of the value was created. 


A Top TAX CONCERN 

Because of the inherent uncertainty in sat- 
isfying tax authorities and the potential 
dollar amounts involved, transfer pricing 
consistently ranks among the top tax con- 
cerns for multinationals. According to the 
results of a 2010 survey of multinational 
enterprises by EY (2010 Global Transfer 
Pricing Survey, available at tinyurl.com/ 
ncu83nd), 32% of respondents ranked 
transfer pricing as one of the most impor- 
tant tax challenges facing their group. Two- 
thirds of respondents reported undergoing 
a transfer-pricing audit, compared with 
only 52% in EY’s 2007 survey. Of audits 
reported in the 2010 survey, 20% result- 
ed in a material penalty, compared with 
less than 4% in 2005. In the 2013 EY sur- 
vey (available at tinyurl.com/l47jp5n), 
66% of respondents said managing tax risk 
was their top transfer-pricing priority, a 
32% increase from 2007 and 2010. 

The risk and uncertainty associated 
with transfer-pricing positions is expect- 
ed to increase in coming years. Under 
pressure to raise revenue, governments are 
directing tax authorities to increase trans- 
fer-pricing audits. The IRS has made a sub- 
stantial investment in its transfer-pricing 
resources. Last year, the Large Business and 
International (LB&I) Division launched its 
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international practice networks to unify in- 
ternational compliance functions and 
bring institutional expertise to bear on 
them. Transfer pricing is among the net- 
works’ top concerns (see “New LBG&I 
Knowledge Management Strategies: IPGs 
and IPNs,” The Tax Adviser, Oct. 2012, 
page 668). In the next two years, the IRS 
will focus more transfer-pricing examina- 
tion resources on medium-size taxpayers, 
those with assets as low as $10 million, 
than before (see “Practitioners Warn Mid- 
dle-Market Companies of Heightened 
Transfer Pricing Scrutiny,” Tax Notes Today, 
July 18, 2013). 


TRANSFER PRICING AND 
FINANCIAL REPORTING 
Given the uncertainty in a company’s abil- 
ity to sustain its transfer-pricing positions, 
transfer pricing can often fall into the cat- 
egory of an uncertain tax position and has 
a direct impact on a company’s tax provi- 
sion, with potential indirect effects on the 
ability to realize deferred tax assets. 
FASB ASC Topic 740, Income Taxes, es- 
tablishes a threshold condition that a tax 
position must meet for any part of the ben- 
efit of that position to be recognized in the 
financial statements. Uncertain tax posi- 
tions are evaluated in a two-step process: 
1. Recognition. A tax benefit may be re- 
flected in the financial statements only 
if it is more likely than not that the com- 
pany will be able to sustain the tax return 
position, based on its technical merits. 


® Transfer pricing—arm’s- 
length charges between related 
parties such as a parent corpo- 
ration and a controlled foreign 
corporation—is an area of high- 
tax-compliance risk for multina- 
tional corporations and carries im- 
portant implications for tax 
planning and financial reporting. 
@ Determining an arm’s-length 
transfer price typically requires 
identifying where value is created 
and transferred; analyzing such 


factors as assets used, risks as- 
sumed, and functions of the re- 
spective parties; and correctly 


applying an appropriate econom- 


ic method provided in Treasury 
regulations and other guidance. 
®@ Transfer-pricing issues often 
give rise to uncertain tax bene- 
fits, which under FASB ASC 
Topic 740, Income Taxes, require 
taxpayers to assess the strength 
of the uncertain position, based 
on its documentation and analy- 


sis. In addition, for applicable cor- 
porations, transfer-pricing issues 
that give rise to an uncertain tax 
position often are reportable on 
Schedule UTP, Uncertain Tax 
Position Statement. These issues 
also have increased the complexi- 
ty of financial statements, requir- 
ing additional and longer footnote 
disclosures. 
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2. Measurement. A tax benefit should be 
measured as the largest amount of ben- 
efit that is cumulatively greater than 
50% likely to be realized. 

Companies must assume that the po- 
sition will be litigated to the “highest court 
possible” and that the IRS has knowledge 
of all relevant facts. The portion of the tax 
benefit not recognized, called an unrec- 
ognized tax benefit (UTB), becomes a lia- 
bility. Tax expense, as well as the entity's 
effective tax rate, increases. UTBs associ- 
ated with uncertain tax positions are 
reevaluated and updated as new informa- 
tion warrants. 


APPLICATION OF TOPIC 740 TO 
TRANSFER PRICING 

Applying Topic 740 requires significant 
professional judgment, in perhaps no area 
more than transfer-pricing positions. Al- 
though evaluating a company’s transfer- 
pricing positions depends on its facts and 
circumstances, a few general insights can 
shed light on the process companies may 
go through to identify UTBs related to 
transfer pricing. 

In the recognition phase, any inter- 
company transaction that could lead to an 
adjustment of income by the IRS or a for- 
eign tax authority is considered to be an 
uncertain tax position. 

In determining the likelihood that the 
position wili be sustained under audit, or 
the expected benefits that will be upheld 
as a result of an audit, several factors can 
be taken into consideration. First, does an 
advance-pricing agreement (APA) cover the 
transaction in question? APAs are negoti- 
ated agreements between the taxpayer and 
tax authorities pertaining to the transfer 
pricing on particular future intercompany 
transactions. Provided that the taxpayer 
does not violate any part of the agreement 
by implementing a transfer-pricing policy 
different from what was specified in the 
agreement, tax authorities will consider a 
transaction covered by the APA to be priced 
at arm’s length. In this case, the full tax ben- 
efit from the position could be recognized. 

In the absence of an APA, companies 
must assess the strength of their position 


based on the extent of the documentation 
and economic analysis supporting the 
position; the extent to which the actual 
transfer-pricing policy matches the doc- 
umentation and economic analysis sup- 
porting the position; any history of 
treatment of the tax position by both the 
IRS and the foreign tax authority; and the 
extent to which one party in the transac- 
tion is recognizing a loss (typically a red flag 
that can increase the chance of a transfer- 
pricing audit). 

To the extent that UTBs that represent 
probable future taxable amounts must be 
recognized, transfer pricing may indirect- 
ly affect companies’ ability to benefit from 
deferred tax assets. Future taxable amounts 
resulting from likely adjustments to income 
relating to transfer-pricing positions may 
enable a company to lower valuation al- 
lowances against deferred tax assets. 

Earnings of foreign subsidiaries of U.S. 
corporations are not taxed until they are 
repatriated to the United States. Under 
Topic 740, multinational corporations do 
not need to recognize deferred tax liabili- 
ties on those unrepatriated earnings, pro- 
vided that they are expected to be 
“permanently or indefinitely reinvested” 
outside the United States. Because trans- 
fer prices can play a role in determining 
the distribution of income 
among the members of a con- 
trolled multinational group, 
transfer pricing also affects the 
tax provision of a multinational 
through its effect on unrepatriated 
earnings. 


DISCLOSURE 

REQUIREMENTS 

In an academic study of GAAP fi- 
nancial statements prepared by multi- 
national corporations, Susan Borkowski 
and Mary Anne Gaffney (“FIN 48, Uncer- 
tainty and Transfer Pricing: (Im)Perfect To- 
gether?” 21 Journal of International 
Accounting, Auditing G Taxation 32 (June 
2012)) found a significant increase in both 
the quantity and quality of footnote dis- 
closures related to transfer pricing as a re- 
sult of Topic 740. The average size of a 





transfer-pricing note by U.S. corporations 
studied grew from 108.8 words in 2006 
to 140.5, 163.8, and 156.5 words in 2007, 
2008, and 2009, respectively. The authors 
also found that companies disclosed more 
information relating to the tax authorities 
currently disputing transfer-pricing posi- 
tions and years under audit, enabling fi- 
nancial statement users to better ascertain 
the degree and nature of audit risk faced 
by a multinational. 
Transfer-pricing issues that trigger UTBs 
eventually show up on Schedule UTP, Un- 
certain Tax Position Statement. Schedule 
UTP. which debuted for tax year 2010, is 
part of an IRS strategy to enhance trans- 
parency and foster greater compliance. U.S. 
or foreign corporations filing a U.S. cor- 
porate income tax return with assets at or 
above a specified amount must file Sched- 
ule UTP. For tax years beginning in 2012 
and 2013, the asset threshold is $50 mil- 
lion; for tax years beginning in 2014 and 
after, the threshold is $10 million (for 
more, see “Schedule UTP: The Early Re- 
turns Are In,” JofA, Nov. 2012, page 54). 
For each tax position for which the cor- 
poration or a related party has recorded 
a reserve in an audited financial state- 
ment, Schedule UTP requires corpora- 
tions to classify each position with a letter 


(for transfer-pricing positions the % 
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letter is T), a ranking number for the rela- 
tive size of the UTB for each position, ap- 
plicable Code section or sections, and a brief 
description of the position. Schedule UTP 
also requires the reporting of a corporation’s 
federal income tax positions for which the 
corporation or a related party has not record- 
eda reserve because the corporation expects 
to litigate the position. The IRS reported that, 
during the 2011 filing year, 21% of all UTPs 
disclosed were transfer-pricing issues, the 
second-highest category after the Sec. 41 
credit for increasing research activities (see 
the IRS webpage “UTP Filing Statistics,” 
available at tinyurl.com/d92073)). 


A POTENTIAL IMPACT 

No matter how small or aggressive the 
company, transfer pricing could have a ma- 
terial impact on a company’s financial 
statements. Therefore, all CPAs should be 
aware of the implications transfer pricing 
could have on their client base. * 
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up to date on tax legislative and regulatory 
developments. Visit the Tax Center at 
aicpa.org/tax. The current issue of The Tax 
Adviser is available at thetaxadviser.com. 


Enroll in the program today and 
enjoy expanded career opportunities 
as the momentum to permit or 


require IFRS continues to spread 
around the world. 


The IERC C 
ihe IFRS C 






e 





rtificate Program includes a comprehensive, 
integrated curriculum of 25 online self-study courses and additional 
resources to provide basic training, knowledge and practical 
guidance on the international financial reporting standards. 
Developed by subject matter experts from around the world, this 
scenario-based series of courses uses multimedia elements such 

as audio, video and interactive exercises and case studies to guide 
you through the concepts under each area of IFRS. 








« Multinational organizations 


° U.S.-based subsidiaries of foreign parent corporations 


¢ U.S.-based parent companies with international subsidiaries that 
have adopted IFRS 


® Public companies 
* Large private companies 


® Public practice who serve public or international companies with 
audit, preparation, or advisory services 
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Do you need to train multiple staff members? 


AICPA Learning has everything your team needs. 


Options include: 
On-Site Training — Focused training at your location for groups of 10+ 
CPExpress — 24/7 online Firm Access starting at 10 users 
Conferences — Group discounts for 2 or more 
Webcasts — Group discounts for 5 or more 


Publications & Self-Study — Volume discounts 


For More Information call 800.634.6780 (option 1) or groupsales@cpa2biz.com today. 


www.aicpalearning.org 
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Now you can enjoy the prestige of having your very 
own individually-branded CPA.com email address. 
Whether you’re a sole practitioner, work at a large 
firm or in business & industry, this professional email 
address will add immediate value to your career by 
reinforcing your CPA designation and providing you with 
a distinct competitive edge. CPA.com Email Solutions 
won the prestigious 2012 Tax & Accounting Technology 
Innovation Award from CPA Practice Advisor. 
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AICPA Trusted Business Advisor” Solutions | 










Consider the advantages 
ot outsourcing your clients’ 
payroll and benefits 





Turn the Page to: © 


° Learn why outsourcing 
could be a smart 
solution for your firm ! 
and your clients | 





® Be a better trusted 


business advisor 
to your clients a 


° Find out what 
to look for 
when selecting 7 

a service provider 
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Enhance your role as a 
Trusted Business Advisor 
by working with Paychex 


Through the Paychex Partner Program ___ retirement planning, to HR and beyond. 


from AICPA Trusted Business Whether or not you currently offer 
Advisor™ Solutions, you can enhance payroll, retirement planning or HR, we 
your role as a true trusted business invite you to learn about the advantages 
advisor by providing your clients with of working with Paychex. 


best-of-breed solutions from payroll to 


Clients you refer through the 


Paychex Partner Program OF 
get these benefits: | 99.9 Yo 
e One month of free services on The progam offers a six-month, 


money back guarantee, exercised 
by fewer than one-tenth of 


a Paychex payroll package 


businesses. 


(for large businesses with 50 or more 
employees) 


© $200 off 401(k) plan setup fees 





¢ Dedicated sales representative ‘50 - J : a aren Be A 
and payroll specialists ; ; . HALF 

e 6-month, money-back satisfaction | 
guarantee 


Enroll online at ¢pa.com/paychex, by phone at 1-877-264-2615, 
or through your local Paychex representative. 





With your referrals through 


i EES the program over 100,000 
(for small businesses) one percent of Damemating small businesses partnered with 


Paychex. That's more than one 
© $400 credit toward a payroll package . ___ business every hour for ten years! 
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W225 and tax calculations, IRS requirements, treatment of 401(k) and other contributions, 
and filing deadlines are only a few of the arduous tasks that can make payroll administra- 
tion and management a challenge for even the most dedicated business owners—and a thriving 


service area for CPAs. 


As experienced professionals skilled in finance, tax, and in many cases management and 
human resources, CPAs are uniquely positioned to guide clients, both business and consumer, 
through a process that each year has become more fraught with complex laws, regulations, and 
policies. Benefits for CPAs providing payroll services can range from increased revenue and a 
deeper client commitment to new professional development opportunities for staff and an en- 


hanced reputation. 


In this Special Focus Report, executives in payroll and human resources administration discuss 
issues ranging from the benefits and top features of client payroll systems to the effect that tech- 


nology is having on them. 


Participating in the discussion are Ginny Lee, senior vice president and general manager, em- 
ployee management services at Intuit; Andrew Childs, vice president, marketing at Paychex ines 
Michael Alter, CEO and president of SurePayroll Inc., a Paychex company; Chandra Bhansali, 
president and CEO of AccountantsWorld; Anish Rajparia, president, small business services at 
ADP Inc.; and Stephanie Breedlove, head of Care.com HomePay*”, managed by Breedlove & 


Associates. 


What are the greatest benefits that client payroll 
services can deliver to a CPA firm? 


Ginny Lee, Intuit: Accuracy, client satisfaction, and re- 
tention are the greatest benefits that a CPA firm can re- 
ceive by providing or recommending the right payroll 
services. Intuit has a breadth of payroll offerings that fit 
the needs of CPA firms and their small business 
clients: (1) For CPA firms that prefer to have their 
clients outsource payroll to a third party, Intuit Full 
Service Payroll is an ideal solution. It’s the only out- 
sourced payroll service with automatic data sync to 
QuickBooks and guaranteed error-free paychecks and 
taxes. (2) For CPA firms that want to provide payroll as 
a service themselves, Intuit Online Payroll for Account- 
ing Professionals makes it easy to manage multiple 





clients’ payroll and tax liabilities. (8) Lastly, for those 
clients who prefer to do payroll in-house, Intuit’s En- 
hanced Payroll is a perfect fit because it enables clients 
to create paychecks and automatically calculates tax li- 
abilities and prefills federal and state tax forms; and it 
integrates with QuickBooks so CPAs can organize their 
clients’ business finances all in one place. 


Michael Alter, SurePayroll: If they so choose, offering 
client payroll services can be a profitable relationship 
builder that opens the door to even greater cross-sell- 
ing opportunities. Our customers tell us that they are 
able to leverage advanced technologies to make their 
current payroll business even more profitable than in 
years past. Offering payroll services helps lower attri- 
tion and strengthen their relationships while increasing 





Cea a 


their offering and ultimately raising revenue. 


Chandra Bhansali, AccountantsWorld: The greatest 
benefit of adding payroll services is that, contrary to 
common belief, it requires minimal human resources, 
little involvement from professionals, and it can be a 
highly profitable service. To elaborate, in a cloud-based 
payroll system designed specifically for accountants, 
like Payroll Relief, clients enter data directly into the 
system or into an Excel spreadsheet that is imported 
into the system. Payroll Relief does calculations, direct 
deposit, tax deposit, e-filing of payroll tax forms, and all 
compliance work automatically and on time. Paychecks 
and reports can be sent to client portals where clients 
can print them in their offices. Just a couple of profes- 
sional hours per year per client are all that are needed 
for supervision and resolving out-of-ordinary issues. 
How much work is left for the CPA firm? 


Anish Rajparia, ADP: With technology and cloud-com- 
puting innovations, payroll services can now be easily 
incorporated into any CPA firm’s traditional accounting 
services to help boost the value they provide to their 
clients. Payroll services can help build client relation- 
ships, improve client retention, increase growth, and 
steady the firm’s month-to-month cash flow. Addition- 
ally, CPAs can build trust while gaining deeper insight 
into their clients’ business by performing payroll serv- 
ices, enabling them to offer more counsel to spot 
trends and provide consultations and additional serv- 
ices. What’s more, accountants that partner with pay- 
roll providers can also benefit from referrals to further 
grow their businesses. 


What are the must-have features CPAs should look 
for when selecting a payroll service for clients? 


Ginny Lee, Intuit: 


1. A service that has a proven track record in pro- 
viding accurate payroll services to small busi- 
nesses. Intuit’s Payroll team guarantees that our 
payroll services have the most up-to-date tax tables, 
which ensures your clients are fully compliant and 
avoid any payroll tax penalties. Over 1 million small 
businesses use Intuit Payroll to accurately pay employ- 
ees and file payroll taxes. 


2. Excellent customer service. When choosing pay- 
roll offerings, it is important that a customer care team 
is available to resolve any issue at a moment’s notice. 
Intuit includes free live support from payroll experts as 
a benefit to all of our Intuit Payroll subscriptions. We 
also provide an extensive self-service payroll support 
site, providing 24/7 access to frequently asked ques- 
tions. 


3. Ease of use. Your clients are busy, and so are you. It 
is difficult to find the time to learn a payroll system, but 


it does not need to be time-consuming if you use a pay- 
roll offering that makes processing accurate and easy. 
Your clients will love how easy it is to use any Intuit 
Payroll service, and happy clients can focus on why 
they started their business in the first place and make 
for more referrals for your firm. 


4. Solution integration. Intuit Payroll solutions are 
seamlessly integrated with Intuit QuickBooks financial 
accounting software to make for one integrated solution 
for your financial management needs. 


Andrew Childs, Paychex: When accountants choose 
a payroll service for clients, much is at stake. If it does- 
n’t work out, then the accountant-client relationship 
could ultimately suffer. Service is a key component that 
should be considered when evaluating providers. Does 
the level of service offered by the company match the 
needs of the client? If the answer is “no,” it’s best to 
continue your search. Other important factors include 
product offerings, technology solutions, and expertise. 
Today, with a constant stream of changing government 
regulations, payroll and employee benefits decisions 
are being made at a moment’s notice and on the go, 
and you need a partner who can keep up. Your payroll 
provider should be committed to making investments in 
technology to meet the demands of today and have the 
back-end operations in place to anticipate the chal- 
lenges of tomorrow. Reliability and reputation are also 
key components of the equation. Make sure the 
provider is known nationally and is bonded and in- 
sured. Also, look at the company your potential partner 
keeps. At Paychex, we’re very proud to be celebrating 
our 10th year as the preferred payroll and retirement 
plan services provider of the AICPA Trusted Business 
Advisor Program. 


Michael Alter, SurePayroll: First and foremost, when 
selecting a payroll service for use or referral, CPAs 
should ensure that the service is a well-established, fi- 
nancially sound operation with appropriate insurance 
and security for their clients. The provider should have 
a proven track record for reliable, accurate, and secure 
payroll service. Accountants will want to provide their 
clients with the most advanced technologies with full 
accounting software integration, ease of use, mobility, 
and flexibility. They’ll want to also ensure a combination 
of expert payroll support—not just technical support— 
so their clients have access to accurate answers to 
their payroll questions. Accountants will also want to 
verify that the service is flexible enough to meet the 
needs of most if not all of their clients. 


Chandra Bhansali, AccountantsWorld: CPAs need a 
payroll system that is cloud-based and one that is cre- 
ated exclusively for accountants. It must allow importing 
of payroll data from customized Excel spreadsheets 
that virtually every client can use, so there is hardly 
any data entry in the firm’s office. It must perform direct 
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deposit, tax deposits, and e-filing of tax forms automat- 
ically. It is also important that the system is integrated 
with client portals and document management systems 
so paychecks, reports, and payroll forms can be ac- 
cessed by clients and printed in their offices any time. 
This eliminates printing and mailing of paychecks and 
reports in the firm’s office. These capabilities will 
tremendously streamline payroll processing, enhance 
productivity, minimize errors, and make payroll pro- 
cessing highly profitable. 


Anish Rajparia, ADP: CPAs should choose a provider 
that can deliver the most comprehensive payroll and 
related services to their clients. First, it is essential the 
service be sufficiently versatile so CPAs can fulfill a va- 
riety of client needs (e.g., clients may require printed 
checks, direct deposit, or other payment options), offer 
data access to client payroll information, and interface 
with their accounting systems. In addition, clients 
should have multiple options, ranging from “do-it-your- 
self” tax filing to full tax filing services with HR features, 
to help clients better manage cash flow and compli- 
ance challenges. Other features should also include 
beyond-payroll tools (e.g., HR resources, employee 
handbooks, compliance databases, or access to HR 
Certified Associates) to help clients navigate the ever- 
changing regulatory environment. Time and labor man- 
agement solutions to help comply with Affordable Care 
Act mandates, premium payment programs for work- 
ers’ compensation, and retirement service deductions 
are other services that help CPAs address their clients’ 
needs. 


Stephanie Breedlove, Care.com HomePay™": If the 
client is a household employer, they need a payroll 
provider who understands and handles all the unique 
household employment forms, deadlines, processes, 
and labor laws—all of which are very different from 
commercial employment. They also need a firm that is 
set up to provide a high volume of expert support and 
hand-holding. Families have skill sets and needs that 
are very different from commercial employers, and 
there are lots of issues and questions that can create 
liability. For those reasons, Care.com HomePayS™ 
serves as the family’s comprehensive payroll, tax, and 
HR department—absolving accounting firms of that 
specialized work and risk. 


How has tax reform legislation and health care re- 
form legislation impacted payroll services? 


Andrew Childs, Paychex: The demands of tax reform 
and the Affordable Care Act are putting more regula- 
tory pressure on businesses than ever before. Chang- 
ing tax structures and the complexity of health care 
reform have many business owners looking for answers 
and solutions to help meet these new business needs. 
The delay of the employer mandate may have some 
breathing a sigh of relief, but other provisions of health 
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care reform continue for this calendar year, including 
the individual mandate. That’s why, at Paychex, we’re 
helping educate accountants with our CPE seminars 
on employer shared responsibility and other key ele- 
ments of the health care reform law. We’ve also devel- 
oped an educational resource site for business owners 
at paychex.com/health-reform. 


Michael Alter, SurePayroll: Reform legislation has 
posed some significant challenges as it relates to pay- 
roll. Not only do accountants need to be very engaged 
with legislative reforms, they also have had to become 
a bit agile—expecting 11th-hour changes that can im-- 
pact their customers’ payroll. Some specific changes — 
such as the increased filing frequencies in states like 
Illinois and New Jersey going from quarterly to monthly 
filings have overturned decades-long industry stan- 
dards, causing confusion among business owners and: 
an increased workload for payroll providers. There have 
also been changes in items required to be reported on 
annual filings such as the employer portion of health 
care costs on W-2s. In addition to the extra paperwork, 
client communication becomes critically important. 
These reforms can result in an increasing amount of 
questions, which provides a great opportunity for ac- 
countants to strengthen their relationships as trusted, 
knowledgeable providers. 


Anish Rajparia, ADP: Tax reform and health care re- 
form legislation have made payroll services and report- 
ing more complex. For example, the Affordable Care 
Act requires that businesses must track and report on 
the number of full-time-equivalent employees on staff. 
To help comply, businesses will need an automated 
system to efficiently and accurately manage their work- 
force, such as a comprehensive payroll system and 
time and labor management system. A recent survey 
conducted by the ADP Research Institute found that 
only 26% of small businesses feel “very confident” or 
“extremely confident” that they understand their re- 
sponsibilities regarding compliance with the Affordable 
Care Act. As trusted advisers, CPAs may be asked by 
their clients to help them meet new mandates. Having 
access to support services and experts in payroll and 
human resource best practices can be critical to a CPA 
firm and its clients. 


Stephanie Breedlove, Care.com HomePay™: The 
only reform that affects household employers is the 
health insurance tax credit (HITC) for small employers, 
which enables employers to obtain a tax credit when 
they contribute to their employee’s health insurance 
premium. Effective Jan. 1, 2014, the maximum credit 
percentage for the HITC will increase from 35% to 
50%. From a payroll service delivery standpoint, in ad- 
dition to employer health insurance contributions being 
nontaxable compensation, the HITC enables most do- 
mestic employers to save significant money and re- 
duce their overall cost of employment. 
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How have the internet and digital technologies im- 
proved the delivery of payroll services to clients? 


Andrew Childs, Paychex: Technology has made it 
possible for accountants and business owners to moni- 
tor and process payroll and employee benefits changes 
from the palm of their hand and from virtually anywhere 
in the world. At Paychex, we’re very proud of the solu- 
tions we’ve built that give our partners and clients con- 
stant access to this critical information, whether that 
means accessing reports from your child’s soccer 
game or even monitoring employee time-off balances 
while picking up your morning coffee. Client employees 
are also benefiting from the move to mobile. They can 
access check stubs, W-2 forms, retirement information, 
and much more depending on their provider’s mobile 
solutions. One thing is for certain: Technology will con- 
tinue to evolve and make the way we do business 
faster and more productive than ever before. 


Michael Alter, SurePayroll: Technology was the driv- 
ing force behind launching SurePayroll, the industry’s 
first fully online payroll service. Digital technologies like 
ours have forever changed the payroll playing field. 
What used to be a cumbersome, manual process has 
become an easy, automatic process. Payroll is now 
completely mobile, fully integrated with the most com- 
mon accounting software and can allow the accountant 
full visibility into payroll for all their clients with a single 
login. SurePayroll continues to leverage technology to 
change the industry via our first-of-their-kind payroll 
and paycheck apps. Additionally, our CPA reseller plat- 
form and dashboard allows CPAs already in the payroll 
business to take on even more clients and realize 
greater profitability than ever before. 


Chandra Bhansali, AccountantsWorld: Before the in- 
ternet, payroll processing was a time-consuming and 
tedious service for CPAs to offer. That’s why they were 
forced to refer their clients to payroll service bureaus 
who had automated payroll processing using powerful 
payroll processing centers. The internet has completely 
changed the landscape of payroll processing. Compa- 
nies like AccountantsWorld have created cloud-based, 
powerful payroll processing centers exclusively for ac- 
countants that perform all payroll functions automati- 
cally. Accountants access these payroll services using 
the internet. Now CPA firms can process payrolls 
faster, easier, and with no compliance headaches. The 
internet has turned payroll processing from an “all pain, 
little gain” service to a highly profitable, hassle-free 
service. 


Anish Rajparia, ADP: Advances in internet and digital 
technologies have helped transform payroll services 
into profit centers for CPA firms. Cloud computing, for 
example, has enabled CPAs to manage and process 
client payrolls more efficiently and accurately than be- 
fore. Payroll information can be accessed by clients or 





the CPA from a desktop or mobile device when infor- 
mation is needed immediately. Cloud computing also 
has helped lower barriers to entry for CPA firms that 
have not traditionally offered payroll services due to 
lack of internal resources. Leveraging innovative tech- 
nologies can enhance a firm’s relevance among its 
clients while helping to improve client relationships, in- 
creasing client retention, and generating a profit center 
for CPA firms. 


Does a CPA firm need to make any staffing, train- 
ing, technology, or infrastructure changes before 
launching client payroll services? 


Michael Alter, SurePayroll: As legislation changes 
frequently, there may always be a need for some train- 
ing; however, accountants who have offered payroll 
services in the past are finding that there is minimal 
training and virtually no technology or infrastructure 
changes necessary to grow their services when they 
take advantage of the right cloud-based payroll serv- 
ices such as SurePayroll. 


Chandra Bhansali, AccountantsWorld: No. Truly 
cloud-based solutions require zero investment in tech- 
nology or anything else. As you have learned, payroll 
processing has been highly automated so most firms 
can offer payroll processing using their existing staff 
with minimal training. Every CPA firm should have a 
working knowledge of payroll compliance, as clients 
turn to them for compliance issues. The bottom line is: 
If you use the right cloud-based payroll solution, you 
can offer payroll services with minimal additional re- 
sources and training. 


Stephanie Breedlove, Care.com HomePay™: To ef- 
fectively handle household payroll, CPA firms need to 
understand all the exemptions and exceptions for in- 
home employment. Additionally, they need to require 
payroll partners be proficient in the area of support— 
telephone and online. Unlike companies that have ex- 
perts on staff, families need a great deal of tax and 
legal guidance. With a strong partner specializing in 
household payroll, the CPA firm does not need to add 
any staff or software to accommodate this particular 
need for its clients. 


How frequently should a payroll service be evalu- 
ated to ensure that it continues to meet the client’s 
evolving business needs and a changing tax and 
regulatory environment? What service areas are 
typically most in need of updating? 


Stephanie Breedlove, Care.com HomePay™: 
Household employment clients’ needs typically don’t 
evolve quickly or drastically. But they may terminate 
their nanny or elder care provider at certain life 
stages—and no longer need to be an employer. We 
handle the setup or termination of tax IDs at the state 
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and federal level on behalf of household employment 
Clients, eliminating that burden for families or our CPA 
partners. 


Ginny Lee, Intuit: We are quickly moving to a con- 
nected world. Payroll services will increasingly become 
more hands-off, intelligent, and mobile-based. Account- 
ants should be looking for payroll solutions that provide 
easy access to their clients’ information via integration 
with relevant tax and financial information. Small busi- 
nesses should be seeking out payroll services that help 
analyze labor costs in a way that combines that infor- 
mation with their general ledger. Payroll services that 
integrate seamlessly with accounting software provide 
real-time business insights and analytics, giving your 
firm and your clients an advantage without the added 
expense. 


Andrew Childs, Paychex: Looking at the next five 
years, | believe we'll continue to see significant 
changes on the regulatory front. From immigration re- 
form and tax changes to the full implementation of the 
Affordable Care Act, accountants and small business 
owners should be looking for a partner who can help 





them navigate it all and provide the insight needed so 
their business can continue to grow and prosper. Tech- 
nology will also continue to change the way we do 
business with software-as-a-service, mobility, and 
cloud-based solutions continuing to be major themes 
and focused areas of future growth. 


Chandra Bhansali, AccountantsWorld: The internet 
and the cloud have already completely transformed 
payroll processing. They have streamlined and auto- 
mated payroll processing to a significant extent. Pro- 
cessing payrolls using mobile devices has become a 
reality. In the next five years we don’t expect any revo- 
lutionary developments; instead, changes in the next 
five years will be evolutionary as accountants embrace 
the power of cloud-based payroll solutions. 


Stephanie Breedlove, Care.com HomePay®": In the: 
household employment world, we foresee significant 
changes in two areas: immigration reform and payment 
methodologies. Immigration reform will bring hundreds 
of thousands of domestic workers out of the shadows 
and onto household employee payrolls. We see pay- 
ments— especially to sporadic, hourly workers — shifting 
to more and more electronic, card-based transactions. 
Care.com HomePay™ has made significant invest- 
ments in these areas, and we’re already prepared to 
address this changing landscape. 
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Business or Hobby? The Nine 
Factors 





The IRS may question taxpayers regarding 
whether an activity is a business or a hobby. If 
the activity is not engaged in for profit, it is sub- 
ject to the hobby loss rules in Sec. 183, and its 
deductible expenses are limited to the amount of 
income it generates, further subject to a thresh- 
old of 2% of adjusted gross income (AGI) as a 
miscellaneous itemized deduction. 


Regs. Sec. 1.183-2(b) lists nine factors for determining 
whether a taxpayer engages in an activity for profit: 

1. How the taxpayer carries on the activity. A tax preparer 
would first want to look for how the taxpayer handles the en- 
tity, ensuring that he or she is conducting all activities in a 
businesslike manner. The taxpayer can establish this by main- 
taining separate personal and business bank accounts, keeping 
records and books, and acting like similar profitable, opera- 
tional entities. 

2. The taxpayer's expertise. A business operator should 
have extensive knowledge of his or her profession or activity, 
showing that he or she has studied accepted business methods 
and sought advice from experts. 

3. The taxpayer's time and effort in carrying out the activity. 

Example. J manages a janitorial service, and his prime con- 
tract is with a fast-food chain. J also teaches three days a week 
at a local university and can clean the restaurants only late in 
the evening after closing or early in the morning before open- 
ing. This causes him to devote much of his personal time and 
effort to cleaning, which could indicate that he entered into 
and continued it with the actual and honest objective of mak- 
ing a profit. 

4. An expectation that assets used in an activity, such as 
land, may appreciate in value. Regs. Sec. 1.183-2(b)(4) says 
such appreciation may be considered in lieu of current profits. 

5. The taxpayer's success in other activities. Even if the 
taxpayer’s activity is currently unprofitable, it may be for-profit 
if the taxpayer has been able to convert other activities from 
unprofitable to profitable in the past, especially ones similar to 
the current activity. 

6. The taxpayer's history of income or losses from the 


activity. The economy plays a big role in how much business J, 
the hypothetical janitor, can generate and keep. Since J’s main 
contract is with a fast-food chain whose budget fluctuates with 
the economy, he sometimes incurs losses, which alone are not 
conclusive. However, a long series of losses warrants considera- 
tion, and sustained earnings indicate a for-profit activity. 

7. The relative amounts of the profits and losses. Regs. 
Sec. 1.183-2(b)(7) states, “The amount of profits in relation to 
the amount of losses incurred, and in relation to the amount 
of the taxpayer's investment and the value of the assets used in 
the activity, may provide useful criteria in determining the tax- 
payer’s intent.” However, the presumption of profit motive in 
Sec. 183(d) says that if an activity has gross income for three 
or more of the last five years that exceeds the deductions at- 
tributable to the activity, the activity generally is presumed to 
be for-profit. 

8. The taxpayer's financial status. Although other substan- 
tial sources of income to the taxpayer do not preclude an ac- 
tivity from being considered for-profit, they may indicate the 
activity is a hobby. In the example, J also teaches three days 
per week at a local university during the academic year. He is 
not paid when school is not in session. During those months, 
he relies solely on his janitorial business for income. J’s janitor- 
ial services can be considered a for-profit activity whether or 
not school is in session. 

9. Whether the activity provides recreation or involves 
“personal motives.” This may, with other factors, indicate lack 
of a profit motive. J’s janitorial service entails cleaning grills, 
mopping floors, and scrubbing public bathrooms. The activity 
lacks recreational appeal, helping J’s business to be seen as a 
for-profit activity rather than a hobby. 

After reviewing the records and previous tax returns for an 
activity, a tax preparer can determine whether the activity is a 
hobby or a for-profit activity based on these nine factors. 
However, taxpayers must understand that no single defining 
pattern or factor is conclusive and that all the facts and cir- 
cumstances must be considered. If an activity is deemed a 
hobby, its income is reported as other income on line 21 of 
Form 1040, U.S. Individual Income Tax Return, and the related 
expenses are reported as miscellaneous itemized deductions 
on Schedule A, Itemized Deductions, subject to the 2%-of-AGI 
floor. 

Editor's note: This article is adapted from “Tax Practice & 
Procedures: Nine Factors That Determine Whether an Activity 
Is a Hobby,” The Tax Adviser, July 2013, page 480. % 


By Robert Gard, CPA, (bob@glcpas.net) a partner with Gard & 
LaFreniere LLC in Alpharetta, Ga. 


To comment on this article or to suggest an idea for another arti- 
cle, contact Paul Bonner, senior editor, at pbonner@aicpa.org or 
919-402-4434. 
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AICPA Succession Planning Summit 


October 28-31 (Dates vary based on firm size) | AICPA; Durham, NC, or New York, NY 


Recommended Credits: Vary based on firm size 

Are you planning on retiring or reducing your workload in the next few years? Are you positioning your firm 
for sale or merger with another firm? Maybe you are planning on expanding your firm by buying a CPA 
firm or need help with leadership development as part of a succession plan. If you have these questions in ° 
mind, have them answered at the 2013 AICPA Succession Planning Summit in October. Workshops tailored 
to address your firm’s specific needs as well as pre and post-event webinars/coaching calls with experts will 
provide support as you develop plans. You will get essential information to make confident decisions today 
that will alleviate painful transitions in the future. 


AICPA National T Tax Conference _] 


November 4-5, 2013 | Gaylord National Greater Washington, DC 
Recommended Credits: 18 (main), 4 (workshop) 


When it comes to tax laws and legislation, you live and work in a world of constant flux: updates to the 
American Taxpayer Relief Act (ATRA), tax jurisdictions, taxes in multi-states, flow-through entities, the new 
3.8% Medicare surtax regime, to name just a few. It's a recurring cycle of predicting what's coming up, 
knowing how to plan and explaining critical details to your clients. Here’s your opportunity to find clarity 
regarding these constant changes and deliver trusted expertise to your clients and organizations. 


During the AICPA‘s flagship 2013 National Tax Conference, you'll hear from prominent tax experts who 
have unparalleled insights into this ever-complex landscape. Their knowledge, combined with your peers’ 
experiences, will get you up to speed and ahead of schedule. 


AICPA & PDI National Oil & Gas Conference =) 
November 4-5, 2013 | Denver Marriott Center City, Denver, co. 


Recommended Credits: 18 main; 8 optional workshops 











Join leading experts and senior professionals for a comprehensive look at the financial, legislative 

and political issues facing the oil and gas industry. This two-day conference features unique industry 
insights as well as tax, legal and accounting updates related to the oil and gas industry. Acknowledged 
experts present sessions covering a wide variety of topics —- both domestic and international in focus. 





AICPA Real Estate Conference 
November 7-8, 2013 | Bellagio, Las Vegas, NV 


Recommended Credits: 18 main; 3.5 optional workshops 


The AICPA Real Estate Conference, the industry's premier real estate event, zeroes in on crucial 
challenges and is specifically designed to educate you on the newest ideas, technologies, techniques 
and rules to help you and your clients succeed. Critical updates and issues in accounting, auditing, 
tax and management are presented in four dynamic learning tracks. 





Several of our conferences offer select sessions via the virtual conference option. 


Look for the virtual icon for those conferences that offer this option. If you cannot attend the live conference, 
this is a great way to keep up-to-date on key sessions you would otherwise miss. 





Learn more or to register | cpa2biz.com/conferences | 888.777.7077 
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AICPA Forensic & Valuation Services Conference 


November 10-12, 2013 | Caesars Palace, Las Vegas, NV 
Recommended Credits: 22 (main), up to 3 (workshops) 









Experts lead sessions on how to apply complex analytical techniques, scrutinize online consumer 
transactions, explore public databases, conduct advanced interviews, face video depositions, 

and analyze written statements. Attendees also receive updates on fair value, cost of capital, goodwill, 
and size premium. 


AICPA Controllers Conference 


a 2 November 14-15, 2013 ! Orlando, FL 


Recommended Credits: 19 main; 9 optional workshops 











Developed by controllers for controllers, the AICPA Controllers Conference prepares you to successfully 
negotiate current and future demands. Led by successful experts in this field who will share their knowledge 
and best practices gained from years of personal experience, this interactive, hands-on learning conference 
will give you solutions you can immediately apply. With these expert sessions, multiple opportunities to 
network with your peers, and participation in group discussions, this Controllers Conference is one you 
cannot miss in order to stay ahead as a key corporate decision-maker. 


AICPA 2013 Sophisticated Tax Planning for Your Wealthy Clients 


November 18-19, 2013 | Revere Hotel Boston, Boston, MA 
Recommended Credits: 17.5 





Obtain the latest updates, cutting-edge strategies and governmental regulations that affect affluent 
individuals at this conference. Learn the latest on the new income tax legislation, the impact of the 3.8% 
surtax, the effects of the Healthcare legislation as well as techniques for effective tax, retirement and estate 
planning, asset protection — and more. All-star speakers and presenters will train and guide you so that you 
can implement the solutions you receive immediately. Don’t miss the opportunity to network with these 
experts and peers. 








AICPA & CPAZ2Biz Digital CPA Cloud User Conference 


Cea 


Pe 





November 20-22, 2013 | Gaylord National Hotel Convention Center, 
Washington, DC 


Helping Practitioners Reach Their Digital Destination! 


Adopting advanced technologies is no longer enough to operating a successful firm. Digital CPAs 
transcend the transactional practice level with the mindset that embraces technology and innovation in all 
aspects of firm operations. Join us at this year’s Digital CPA Conference to gain leading edge ideas and 
practice improvement strategies to achieve higher levels of efficiency and profitability. Our education-rich 
sessions will give you the information you need to create a clear action plan for leading your firm to its own 
digital destination and fulfilling the role of a true trusted business advisor. 





Learn more or to register | epa2biz.com/conferences | 888.777.7077 
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FATCA DEADLINES 
POSTPONED FOR SIX MONTHS 
In Notice 2013-43, the IRS delayed for six 
months until July 1, 2014, the start of 
withholding and certain other provisions 
of the Foreign Account Tax Compliance 
Act (FATCA). 

The notice affects the effective dates of 


final regulations issued in April (T.D. 
9610) providing rules on information 
reporting under FATCA by foreign finan- 
cial institutions (FFIs) and withholding 
on certain payments to FFIs and other 
foreign entities. 

Under FATCA, enacted as part of the 
Hiring Incentives to Restore Employment 
Act of 2010, PL. 111-147, U.S. with- 
holding agents are required to withhold 
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tax on certain payments to FFIs that do 
not agree to report certain information to 
the IRS regarding their U.S. accounts and 
on certain payments to certain nonfinan- 
cial foreign entities (NFFEs) that do not 
provide information on their substantial 
U.S. owners to withholding agents. 

Under the notice, withholding agents 
will be required to begin withholding on 
withholdable payments made after June 
30, 2014, to payees that are FFIs or 
NFFEs, for obligations that are not grand- 
fathered under the rules, unless the pay- 
ments can be reliably associated with doc- 
umentation on which the withholding 
agent can rely to treat the payments as 
exempt from withholding. The notice also 
makes corresponding adjustments to var- 
ious other time frames in the final regula- 
tions. 

The notice also provides additional 
guidance concerning the treatment of 
financial institutions in jurisdictions that 
have signed intergovernmental agree- 
ments to implement FATCA but have not 
yet brought those agreements into force. 

@ Notice 2013-43 


By Sally P. Schreiber, ].D., a JofA senior 
editor. 
GROSS INCOME 

D.C. CIRCUIT REJECTS 

PER-BET APPROACH 

FOR NONRESIDENT ALIEN 

The D.C. Circuit reversed a Tax Court 
decision by allowing a nonresident alien 
to use the same approach (per-session) to 
compute his gambling gains as used by 
US. citizens. The court found no reason 
nonresident aliens should have to use a 
different approach and remanded the case 
to the Tax Court to determine the proper 
tax liability. 


www.journalofaccountancy.com 


Generally, nonresident aliens who 
gamble in the United States must pay U.S. 
tax on their gambling income won in the 
United States; however, the United States 
has tax treaties with 27 countries (see IRS 
Publication 515, Withholding of Tax on 
Nonresident Aliens and Foreign Entities) that 
exempt their citizens from tax on USS. 
gambling winnings. U.S. citizens may 
deduct their gambling losses to the extent 
of their gambling gains; however, recre- 
ational nonresident alien gamblers may 
not deduct any gambling losses. IRS 
Advice Memorandum 2008-011 permits 
U.S. citizens to compute their gambling 
gains for each gambling session (per-ses- 
sion approach) rather than for each bet 
placed (per-bet approach). Nonresident 
aliens engaged in the trade or business of 
gambling in the United States may deduct 
their gambling losses. 

Sang J. Park, a South Korean national 
and citizen, played slot machines recre- 
ationally in the United States in 2006 and 
2007, winning $431,658 and $103,874, 
respectively (but also losing more than 
that each year). Park did not report those 
winnings on his 2006 and 2007 federal 
income tax returns. After the IRS issued 
deficiency notices for both years, the tax- 
payer petitioned the Tax Court for relief. 
The Tax Court held the income was tax- 
able to the United States because an exist- 
ing treaty between the United States and 
South Korea did not exempt the gambling 
winnings of South Korean citizens from 
U.S. tax and the income was not effec- 
tively connected with a U.S. trade or busi- 
ness. The taxpayer appealed the decision 
to the D.C. Circuit. 

Park did not appeal whether the gam- 
bling winnings were taxable but rather 
the approach used to compute the 
amount of income. The IRS argued that 
the per-session approach applies only to 
USS. citizens and that gambling gains for 
nonresident aliens should be calculated 
ona per-bet basis, since recreational non- 
resident alien gamblers are not allowed to 
deduct gambling losses from their win- 
nings. The appellate court rejected this 
argument, stating, “The fact that non-res- 
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ident aliens may not deduct gambling 
losses from gambling winnings does not 
tell us how to measure those losses and 
winnings in the first place.” Also, accord- 
ing to the court, the per-session approach 
used by U.S. citizens is the best way to 
measure gambling gains, and there is no 
reason nonresident aliens should be pre- 
vented from using it. Because there was 
no court record of the taxpayer's tax lia- 
bility using the per-session approach, the 
court remanded the case to the Tax Court 
to properly compute the taxpayer's tax lia- 
bility under that approach. 

@ Park, No. 12-1058 (D.C. Cir. 7/9/13) 


By Charles J. Reichert, CPA, instructor of 
accounting, University of Minnesota— 
Duluth. 


BUSINESS DEDUCTIONS 


FINAL REGS. CLARIFY WHO IS 
SUBJECT TO 50% LIMIT ON 
MEAL AND ENTERTAINMENT 
EXPENSES 

The IRS issued final regulations clarifying 
which party is subject to the 50% limit on 
deductible meal and _ entertainment 
expenses under Sec. 274(n) (T.D. 9625). 
The final rules adopt proposed regula- 
tions (REG-101812-07) issued in July 
2012 without substantive change. 

As the IRS emphasized in the pream- 
ble to the earlier proposed regulations, 
only one party is intended to be subject to 
the limitation, and there has been contro- 
versy over who is subject to it when 
multiple parties are involved. Also, in the 
preamble, the IRS explained that the 
proposed regulations were intended to set- 
tle issues raised in Transport Labor Contract/ 
Leasing, Inc., 461 F3d 1030 (8th Cir. 2006), 
rev’g 123 T.C. 154 (2004); acq. in result, 
Rev. Rul. 2008-23. 

Sec. 274(a) limits the amount of enter- 
tainment expenses that are deductible, 
and deductions for meals and entertain- 
ment are generally limited to 50% of the 
expenses incurred (Sec. 274(n)). Under 
Sec. 274(e)(2)(A), employers are not sub- 
ject to the limitation to the extent they 


treat the expenses as compensation to 
employees. 

Sec. 274(e)(3) provides two exceptions 
from the Sec. 274(a) limits for reimbursed 
expenses. Sec. 274(e)(3)(A) excepts expens- 
es a taxpayer pays or incurs in performing 
services for another person under a reim- 
bursement or other expense allowance 
arrangement where the employer does 
not treat the reimbursement as compen- 
sation to the employee. In that case, the 
employee does not have additional com- 
pensation or a deduction for the expense, 
but the employer deducts the expense 
and is subject to the deduction limit. If 
the employer treats the reimbursement as 
compensation, the employee may be able 
to deduct the expense as an employee 
business expense. In that case, the 
employee bears the expense and is subject 
to the deduction limit. The employer 
deducts the expense as compensation, 
which is not subject to the deduction 
limit under Sec. 274. 

Sec. 274(e)(3)(B) applies if the tax- 
payer performs services for a person other 
than an employer and the taxpayer 
accounts (substantiates, as required by 
Sec. 274(d)) to that person. The Eighth 
Circuit applied this subsection in the 
Transport Labor case. In that case, the tax- 
payer, a leasing company that provided 
truck drivers to its clients, charged the 
clients for the wages and the per diem 
allowance it paid the truckers. Because 
the taxpayer provided services to its 
clients under a reimbursement or other 
expense allowance arrangement and 
accounted to the clients, it qualified 
under Sec. 274(e)(3)(B) for the exception 
from the Sec. 274(n) limit with respect to 
the per diem expense, and instead the 
clients were subject to the limit. 

The final regulations contain a new 
definition of reimbursement or other 
expense allowance arrangement for pur- 
poses of Sec. 274(e)(3), independent of 
the definition for accountable plan pur- 
poses in Sec. 62(c). The regulations also 
clarify that the rules for applying the 
exceptions to the Secs. 274(a) and (n) 
deduction limits apply to reimbursement 
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or other expense allowance arrange- 
ments with employees, whether or not a 
payer is an employer. Any party that 
reimburses an employee is a payer and 
bears the expense if the payment is not 
treated as compensation and wages to 
the employee. 

The regulations also permit parties in 
arrangements involving nonemployees 
(i.e., independent contractors) to provide 
by agreement who is subject to the 50% 
limit. Absent an agreement, the limit 
applies to an independent contractor if he 
or she does not account for the expense 
under Sec. 274(d), and to the client or cus- 
tomer if the independent contractor meets 
the substantiation requirements. The reg- 
ulations also include an example illustrat- 
ing how the rules apply to multiparty reim- 
bursement arrangements. Multiparty reim- 
bursement arrangements are separately 
analyzed as a series of two-party reim- 
bursement arrangements. 

The final regulations apply to expens- 
es paid or incurred in tax years beginning 
after Aug. 1, 2013. 

@ T.D. 9625 


By Sally P. Schreiber, J.D., a JofA senior 
editor. 


DOMESTIC PRODUCTION 
DEDUCTION 


NEW METHOD FOR 
DETERMINING WHO GETS 

SEC. 199 DEDUCTION UNDER 
CONTRACT MANUFACTURING 
ARRANGEMENTS 

The IRS issued new guidance to examin- 
ers in its Large Business & International 
(LB&I) Division regarding how to deter- 
mine which taxpayer is entitled to claim 
the Sec. 199 domestic production activi- 
ties deduction in a contract manufactur- 
ing arrangement (LB&I-04-0713-006). 
The directive replaces earlier guidance 
(LB&1-4-0112-001) issued last year, 
which had used a nine-question test to 
determine whether a taxpayer conducting 
production activities under a contract 
manufacturing arrangement with an 
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unrelated third party meets the benefits- 
and-burdens-of-ownership requirement 
outlined in Sec. 199. The new guidance 
allows the parties to the arrangement to 
certify which has the benefits and bur- 
dens of ownership. 

Sec. 199 allows taxpayers to deduct a 
specified percentage of the lesser of (1) 
qualified production activities income 
resulting from specified domestic pro- 
duction activities; or (2) taxable income 
determined without regard to the Sec. 
199 deduction. For 2010 and later tax 


years the specified percentage is general-_ 


ly 9% (Sec. 199(a)(1)). . 

When taxpayers enter into a contrac- 
tual arrangement with an unrelated party 
to perform some or all of the production 
activities potentially qualifying for the 
deduction, it can be unclear which party 
is entitled to the deduction. (The rules 
governing the tax treatment of these 
arrangements under Sec. 199 stipulate 
that only one taxpayer may claim the Sec. 
199 deduction for a particular activity.) 

Under Regs. Sec. 1.199-3(f)(1), only 
the taxpayer that has the benefits and 
burdens of owning the property during 
the period the qualifying activity occurs is 
entitled to claim a Sec. 199 deduction for 
that property. However, determining 
which party has the “benefits and bur- 
dens” of ownership can be complex. 

To simplify the determination, the IRS 
in 2012 issued a directive telling its 
examiners to use a three-step process, 
each step containing three “yes” or “no” 
questions. The steps looked at contract 
terms, production activities, and eco- 
nomic risks. The new directive simplifies 
the examiner's job even further, by replac- 
ing the nine-question test with three tax- 
payer statements: 

1. An explanation of the basis for the 
taxpayer's determination that it had 
the benefits and burdens of owner- 
ship in the year or years under ex- 
amination; 

2. A certification (using a form in- 
cluded in the directive) signed by 
the taxpayer; and 

3. A certification (using another form 


included in the directive) signed by 
the counterparty. 

In general, taxpayers will be required 
to supply the benefits-and-burdens and 
certification statements within 30 days of 
when an information document request is 
issued regarding the Sec. 199 deduction. 

m@ LB&I Directive LB&I-04-0713-006 


By Alistair M. Nevius, J.D., the JofA’ edi- 
tor-in-chief, tax. 


INCOME & DEDUCTIONS 


RULES FOR DEFERRAL OF 
INCOME FROM GIFT CARD 
SALES CLARIFIED 

The IRS issued guidance clarifying that 
taxpayers that sell gift cards can defer rec- 
ognizing income from the sale of gift 
cards redeemable by an unrelated third 
party until the year after the payment is 
received (Rev. Proc. 2013-29, clarifying 
and moditying Rev. Proc. 2011-18). 

With the rapid growth in the use of gift 
cards in recent years and the increasing 
variety of ways in which they are sold and 
redeemed, the IRS has been issuing guid- 
ance to address tax accounting issues 
regarding recognition of revenue and 
expenses related to gift cards and gift cer- 
tificates. 

Revenue from sales of gift cards is not 
recognized immediately for financial 
reporting purposes and may also be 
deferred for tax purposes. Under the new 
rule, if a gift card is redeemable by an 
entity whose financial results are not 
included in the taxpayers applicable 
financial statement (as defined in Rey. 
Proc. 2004-34, 84.06), the taxpayer rec- 
ognizes in income payment for a gift card 
to the extent the gift card is redeemed 
during the tax year. For a taxpayer with- 
out an applicable financial statement, if a 
gift card is redeemable by an entity whose 
financial results are not included in the 
taxpayers financial statement, a payment 
for a gift card is treated as earned by the 
taxpayer to the extent the gift card is 
redeemed by the entity during the tax 
year. Any payment the taxpayer receives 
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that is not recognized in income in the 
year of receipt must be recognized the 
next year. 

Because the rule as it was originally 
drafted in Rev. Proc. 2011-18 appeared to 
apply only to gift cards that were 
redeemable by related parties, this clarifi- 
cation was necessary to permit deferral in 
cases where the cards were redeemable by 
an unrelated entity. The new rule applies 
to tax years ending on or after Dec. 31, 
2010. 

@ Rev. Proc. 2013-29 


By Sally P. Schreiber, J.D., a JofA senior 
editor. 


PROCEDURE & 
ADMINISTRATION 


TIGTA: IDENTITY THEFT 
PROTECTION NEEDS 
IMPROVEMENTS 

In an audit, the Treasury Inspector 
General for Tax Administration (TIGTA) 
found that the IRS has greatly improved 
its identity theft protection program since 
the 2012 filing season but that additional 
changes should be made (The Taxpayer 
Protection Program Improves Identity Theft 
Detection; However, Case Processing Controls 
Need to Be Improved, TIGTA Rep’t No. 
2013-40-062 June 21, 2013)). The report 
looked at the program controls used to 
process suspected cases, not at the adequa- 
cy of IRS filters in identifying potential tax 
identity theft fraudulent refund claims, 
which will be the subject of a separate 
TIGTA review. 

Improvements noted. TIGTA found 
that the Taxpayer Protection Program 
improves identity theft detection and that 
the improvements made since the 2012 
filing season helped even more. In 2012, 
the program identified 324,670 tax 
returns involving identity theft and pre- 
vented the issuance of fraudulent tax 
refunds totaling $2.2 billion. During the 
2012 filing season (for 2011 returns), 
only 10 employees were assigned to 
answer the toll-free telephone hotline, 
and as a result, only 24% of the calls to 
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the number reached an employee. For the 
2013 filing season, responsibility to 
answer the toll-free number was trans- 
ferred to the Wage and Investment 
Division’s Accounts Management func- 
tion, where more than 200 employees 
answered the phones. 

Other improvements were the develop- 
ment of clear guidelines for employees in 
working potential identity theft cases. 
TIGTA interviewed a number of IRS 
employees, all of whom said the guidelines 
were helpful and that management listened 
to their suggestions for improvement. 

Shortcomings. Under the program, 
the IRS mailed 375,742 letters to taxpay- 
ers during calendar 2012 asking the tax- 
payer to verify that he or she filed the 
return. If a letter in such cases is returned 
as undeliverable, there is no response, or 
the tax return is determined to involve 


Top Uncertain Tax Positions 
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identity theft, the IRS does not process the 
return and places an identity theft indica- 
tor on the return. However, TIGTA found 
that required identity theft indicators 
were not always placed on taxpayer 
accounts because Taxpayer Protection 
Program employees did not consistently 
follow procedures to input these indica- 
tors and because the format for entering 
information was not consistent, resulting 
in mismatched taxpayer identification 
numbers (TINs). 

The second shortcoming was that 
employees in the Taxpayer Protection 
Program were not updating the central 
IRS Account Management Services (AMS) 
system with the actions they had taken on 
taxpayers’ identity theft accounts. TIGTA 
explained that it was crucial that employ- 
ees accurately update the AMS system 
because managers use it to identify the 
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Uncertain Tax Position Statement, citing that 
Code section in their required concise description 
of the uncertain tax position. Although 2011 was the 
second year for filing Schedule UTP, 25% of the 1,862 
taxpayers filing it (281 fewer than for 2010, as of June 
20183) did so for the first time. For 2011, the IRS consid- 
ered 31% of the schedules’ concise descriptions of tax posi- 


tions to be incomplete. 


Sources: IRS, UTP Filing Statistics, tinyurlcom/d92073}; and Elliott, “Almost One-Third of 
2011 Schedules UTP Failed Concise Description Requirements,’ Tax Notes Today, July 18, 2013. 





October 2013 Journal of Accountancy 77 


inventory of open and closed cases and to 

review casework. 

Third, TIGTA found that the IRS had 
not established procedures to track how 
long identity theft cases took to resolve. 
The IRS claimed that it took an average of 
15 minutes from the time a taxpayer 
placed a telephone call to resolve cases, 
but TIGTA noted that this did not 
account for taxpayer attempts to contact 
the IRS by mail, pointing specifically to 
taxpayer letters that had not been 
assigned to an employee in the three 
months after they were received. 

The final criticism was the lack of doc- 
umentation of training that Taxpayer 
Protection Program employees had 
received. The IRS provided TIGTA with a 
list of the employees who had received 
the training, but it kept no other records 
and did not require training to be docu- 
mented in the Enterprise Learning 
Management System, the IRS’ centralized 
storage location for employee training 
records. 

Recommendations. TIGTA made four 
recommendations to address these short- 
comings, all of which the IRS agreed to 
implement: 

@ Develop a process to ensure that re- 
quired identity theft indicators are 
placed on taxpayer accounts; 

™ Develop a process to ensure that em- 
ployees are properly updating the 
AMS system with the actions they 
have taken on identity theft cases; 

@ Develop a system to measure how 
long it takes to resolve cases and en- 
sure the measurement begins at the 
first taxpayer contact; 

@ Ensure that employees receive the 
required training and that records 
are kept in the Enterprise Learning 
Management System. 

@ TIGTA Rep’t No. 2013-40-062 





By Sally P. Schreiber, J.D., a JofA senior 
editor. 


Tax Matters editor Paul Bonner can be 
reached at pbonner@aicpa.org or 919-402- 
4434. 


TAX MATTERS 


Line Items 


IRS RELEASES DRAFT NET 
INVESTMENT INCOME TAX 
FORM 
The IRS released a draft of Form 8960, 
Net Investment Income Tax—Individuals, 
Estates, and Trusts, a new dual-purpose 
form that will be used by individuals and 
trusts and estates to compute the new 
3.8% tax and then to report the tax on 
Forms 1040, U.S. Individual Income Tax 
Return, and 1041, U.S. Income Tax 
Return for Estates and Trusts. 

Starting this year, Sec. 1411(a)(1) 





income. The form provides separate tax 
calculations for individuals and for trusts 
and estates. Individuals will report the 
net investment income tax on line 60 of 
Form 1040; trusts and estates will 
report it on Schedule G, line 4, of Form 
1041. 


LATER-ISSUED SSN OK FOR 
AMENDED RETURN WITH 

SEC. 6013(g) ELECTION 

In Chief Counsel Advice (CCA) 
201329016, the IRS addressed the 
use of a Social Security number (SSN) 
on a joint amended return by a nonresi- 
dent alien who did not have it or an indi- 


On Form 8960, taxpayers will calculate total 
investment income and total deductions and 
modifications to arrive at net investment income. 


imposes a tax equal to 3.8% of the 
lesser of an individual's net investment 
income for the tax year or the excess 
(if any) of the individual’s modified 
adjusted gross income for the tax year 
over a threshold amount. The threshold 
amounts are $250,000 for married tax- 
payers filing jointly and surviving spous- 
es, $125,000 for married taxpayers fil- 
ing separately, and $200,000 for other 
taxpayers—but for trusts and estates 


vidual tax identification number (ITIN) 
during the tax year of the amended 
return. 

In cases where the statute of limita- 
tion for credit or refund ts still open, a 
married couple of which one spouse is 
a nonresident alien may elect to file a 
joint return pursuant to Sec. 6013(g), 
under which the nonresident alien 
spouse is treated as a U.S. resident for 
income tax and wage withholding pur- 


The final regulations provide guidance on the 
recognition of built-in gain in certain transfers of 


property from a C corporation to a RIC or REIT. 


only $11,950 (in 2013, indexed for infla- 
tion). 

On Form 8960, taxpayers will calcu- 
late total investment income and total 
deductions and modifications (such as 
investment interest expense and state 


taxes) to arrive at net investment — 


poses. In the case discussed in the 
CCA, the couple filed a joint return for a 
tax year in which the nonresident alien 
spouse did not have a proper ITIN or 
SSN for that year but later, before exam- 
ination and within the statute of limita- 
tion, obtained an SSN. _. 
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The couple could file a joint amended 
return, making the Sec. 6013(g) election 
for the earlier year, for which the spouse 
could use the subsequently issued SSN, 
the CCA concluded, noting that under 
Regs. Sec. 301.6109-1 (d)(4), an individual 
can use an SSN “for all tax purposes.” 


REITs AND RICs GET RULES ON 
BIG EXCEPTIONS 

The IRS issued final regulations that pro- 
vide guidance on the recognition of built-in 
gain (BIG) in certain transfers of property 
from a C corporation to a regulated invest- 
ment company (RIC) or real estate invest- 
ment trust (REIT) (T.D. 9626). The final reg- 
ulations adopt proposed regulations issued 
in April 2012 (REG-139991-08) with one 
clarification. 

Regs. Sec. 1.337(d)-7 generally provides 
that if C corporation property becomes prop- 
erty of a REIT or RIC because either the C 
corporation converted to qualify as a REIT 
or RIC or the C corporation transferred 
assets to a REIT or RIC, the REIT or RIC is 
subject to BIG tax on the property under 
Sec. 1374. (The recognition rule does not 
apply if the C corporation transferor makes 
a deemed-sale election under Regs. Sec. 
1.337(d)-7(c).) 

The final regulations amend Regs. Sec. 
1.337(d)-7 to provide two exceptions: (1) like- 
kind exchanges or involuntary conversions 
under Secs. 1031 and 1033, respectively; 
and (2) a conversion transaction involving a C 
corporation that is a tax-exempt entity under 
Regs. Sec. 1.337(d)-4(c)(2), if the entity 
would not be subject to tax (as under the 
unrelated business income tax rules of Sec. 
511) on gain had the deemed-sale election 
to recognize gain been made. In response 
to a comment on the proposed regulations, 
the final regulations clarify that the general 
rule does not apply to a conversion trans- 
action in which the C corporation that 
owned the converted property is a tax- 
exempt entity, to the extent that gain would 
not be subject to tax. 

The new rules apply to conversion 
transactions that occur on or after Aug. 2, 
2013, but taxpayers can apply them 
retroactively. — ; : % 


www.journalofaccountancy.com 





FROM THE COMPETITION 


Find Out How — 
aicpa.org/tax-toolkit 


Set your practice apart from other tax preparers 
with a clear, consistent message about your unique 
qualifications and the value you provide. The Tax 
Practitioner's Toolkit has free, ready-to-use materials 
for client acquisition and retention efforts to sustain 


and build your practice. 


Take a look today. | aicpa.org/tax-toolkit 
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IRS PROCEDURE & ADMINISTRATION 


New Directive Clarifies 
Information Document Requests 


na March 2012 speech to the Tax Executives Institute (TEI) 

midyear meeting, Steven Miller, then the IRS deputy com- 

missioner for Services and Enforcement, which includes the 

Large Business & International (LB&T) 
Division, described steps he believed would 
facilitate more efficiency in large case exami- 
nations. First, in his view, was the need to im- 
prove the information document request (IDR) 
process. 

The IDR is the formal vehicle by which IRS 
examiners solicit specific documents and 
information they think may be relevant to 
determining the validity of specific tax return 
positions. As explained to the TEI member- 
ship, the IRS believes some taxpayers unnec- 
essarily delay the examination process by pro- 
viding late or inadequate IDR responses. Not 
surprisingly, many taxpayers do not share the 
IRSS assessment, believing instead that the 
IDR process is burdened by imprecise and 
overly broad requests that cost taxpayers significant time and 
money to produce information that often is not germane to the 
issues identified within the examination. 


NEVE 


NEW IDR DIRECTIVE 

On June 18, 2013, LB@1 issued a directive addressing IDRs (LB&I- 
04-0613-004). Instead of striking a summons-based tone that 
many practitioners feared it would, the directive drew on what 
were described as best practices for information gathering in LB@1 
cases. The directive reported that all LB&I examiners had attend- 
ed mandatory training during which several IDR-related actions 
were prescribed. 

The directive, which is effective for all IDRs issued after June 
30, requires first and foremost that all IDRs issued during the 
course of an LBG] examination be “issue focused.” In further defin- 
ing the requirement, the directive makes clear that examiners must 
identify and state the issue that led the examiner to request the 
information included in the IDR. Examiners are also required to 
discuss the IDR with the taxpayer in advance of its issuance, and 
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both parties are to discuss and determine a reasonable time frame 
for a response. 

The directive expresses the expectation that the steps outlined 

will result in a more efficient IDR process and 

a diminished need to enforce IDRs through 

issuing summonses. However, the directive 

be does explicitly state that in the coming 

months LB&I will be announcing changes to 

the IDR enforcement process. Even though 

gi the IRS expects the new IDR process to limit 

the circumstances in which enforcement will 

be necessary, the Service plans to have in place 

an effective and swift process for when it is 
needed. 

The LB&I directive is a welcome clarifica- 
tion of the IDR policy. For many, it is a reaffir- 
mation of practices that have been effectively 
employed for years. For others, it may facili- 
tate striking a different balance in an exami- 
nation. By focusing on the actual issues of 
interest and determining the response time required before an IDR 
is issued, the practice should improve everyone’ lot. Taxpayers will 
avoid the expense and aggravation of producing voluminous mate- 
rials in response to unfocused IDRs, and the IRS will have more 
time to receive the information it actually wants and needs. 

For a detailed discussion of the issues in this area, see “IRS Tackles 
Inefficiency in Its Examinations of Large Taxpayers,” by Michael P 
Dolan, J.D., in the October 2013 issue of The Tax Adviser. 

—Alistair M. Nevius, J.D., editor-in-chief 
The Tax Adviser 
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Transforming Client Services through Cloud-Based Solutions 





Cloud-based client accounting solutions 
won't merely enhance your practice. 


They'll literally reinvent it. 





The more you know about 

your clients’ daily financial 
picture, the better position you're 
in to work collaboratively and 
provide long-term strategic advice. 
Cloud-based accounting solutions 
from CPA2Biz help you manage 
your clients’ financial data in 
real-time, provide higher margin 
advisory services, build long-term 
loyalty, and differentiate your firm 
from others. 





Simple, efficient online 
bill management 


Powered by Bill.com 


Bill.com streamlines and automates your clients’ 
accounts payable and receivable processes with 
complete security and control. By having greater 
visibility into your clients’ day-to-day finances, 
you are better able to manage their cash flow 
and provide strategic guidance. 


For more information, visit cpa.com/bill 


To learn more call 1.855.855.5CPA, or visit CPA.com 
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Cloud-based financial 
management and 
accounting application 


Powered by Intacct 


Intacct Accountant Edition is a best-in-class 
online client accounting solution that delivers 
financial information to you and your clients in 
real-time. It enables you to provide customized 
financial reports, dashboards and KPIs to key firm 
and client stakeholders. Core modules include 
General Ledger, A/P, A/R, Cash Management, 

and more. 


For more information, visit cpa.com/intacct 
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Technology Q&A 


by J. Carlton Collins, CPA 


NO COMMENT 

ee My Excel workbook contains numerous comments 
explaining the source of selected values in my re- 
port, and I want to include these comments on the 
. printed report. I have tried both of the Page Setup 
options that enable me to print the comments either “as displayed 
on sheet” or “at end of report” as footnotes. Unfortunately, print- 
ing the comments as displayed on the worksheet hides the un- 
derlying data. However, printing the comments at the end of the 
report as footnotes does not work for me either because those 
footnotes reference cell addresses, but I can’t tell which cell is 
which on the printed report. Am I missing something? 

You are on the right track. You just need to make one small 
£ \ setting adjustment. Before printing your workbook, visit the 
Page Setup dialog box (by selecting the Page Layout tab and 
clicking the down arrow button located in the bottom-right cor- 
ner of the Page Setup group). In the Page Setup dialog box, se- 
lect the Sheet tab; check the box labeled Row and column 
headings; in the Comments dropdown list, select at end of 
sheet; and then click OK. Thereafter, your printed reports will 
include a wraparound grid of column and row references that 
will enable you to match the footnote comments to the corre- 
sponding values in the report, as pictured below. 
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follow footnote 

references. 
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PLAYING AROUND 

Iam in the process of updating a Word 2003 document con- 

taining videos that were inserted as embedded objects. Pre- 
viously, these videos appeared in a video window and when 
double-clicked played in place within Word 2003. However, in 
subsequent editions of Word, these embedded videos appear as 
a file icon and, when the icons are double-clicked, Word launch- 
es the Windows video player and plays those videos separately 
from my Word document. | like the old way better; is there a way 
to make embedded videos play from within the later editions of 
Word as they did in Word 2003? 

1 like the Word 2003 method better, too, but when Microsoft 

redesigned Office 2007, it integrated the Windows video 
player because this method provides more video controls. The 
good news is that in Word 2013, Microsoft has brought back this 
older functionality to a large degree by allowing videos to play 
in a floating player atop the Word 2013 document. 

To use this functionality, insert a video into your Word 2013 
document from the Insert tab by selecting Online Video from 
the Media group, and then search for your online video as pic- 
tured below. (To find the YouTube option pictured in the exam- 
ple below, you may first need to click the YouTube icon located 
in the bottom of the dialog box.) 


Insert Video 


Bing Video Search 


Search the web 


YouTube 
The langest woridinide video-sharing community! 


Remave 


\ Excel Cariton Collins ee p | 
From a Video Embed Code 


Paste the emived code to insert 2 video from a web 
ste 


Once they are inserted into Word 2013, online videos appear 
as pictured in the first screenshot on the next page, similar to 
the appearance portrayed in Word 2003. 

In addition, when clicked, the embedded videos play in a float- 
ing window as pictured in the second screenshot on the next page. 
While the video does not play in place within the Word 2013 doc- 
ument, the action is much closer to that of Word 2003 in that the 
Word 2013 document remains grayed-out in the background as 
the video plays atop the document. You can open an example Word 
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LIVE VIDEOS IN WORD 


Q. I am in the process of updating an older Word 2003 document containing videos (inserted as 
embedded objects). Previously in Word 2003, when double-clicked these videos played within 
Word 2003. However, in Word 2013 when double-clicked, Word launches the Windows video 
player and then plays the video separately from my Word document? I like the old way better; is 
there a way to make embedded videos play 


from within Word like they used to? 


A. like the older Word 2003 method better 
too, but when Microsoft redesigned Office 


2007, they changed the video playback method 





| to provide more video controls which are 
available via the Windows video player. The good news is that in Word 2013, Microsoft has 
brought back this older functionality to a degree by allowing the video to play in a floating 


player atop the Word 2013 document. : 








2013 document with an embedded video at carltoncollins.com/ 
video.docx, but remember, the functionality described is available 
only in Word 2013. 


NORTON’S NEW MANAGEMENT 

We use Norton anti-virus software on multiple computers 

in our offices, and we have been happy with its ability to 
protect our computers. However, we find the process of renew- 
ing our Norton licenses confusing because clicking Norton's re- 
newal button links users to a Norton sales webpage that prompts 
them to create a new account and purchase new products. On 
several occasions, employees who thought they were renewing 
their license ended up unknowingly purchasing new Norton edi- 
tions and leaving our company saddled with unused product li- 
censes. Can you recommend a solution for better managing our 
anti-virus licenses? 

In early 2013, Norton quietly released a new license manage- 

ment solution, which is available at manage.norton.com. The 
portal enables you to view all of your purchased Norton licenses 
at a glance, view the devices on which your licenses are installed, 
manage automatic renewal settings, deactivate licenses, and rein- 
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stall Norton products on other computers. The site also allows you 
to view your order history, edit your billing information, and up- 
grade the products you use. 








Home. 
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I, too, have previously found this company’s renewal process 
a little confusing, and I have also unintentionally purchased ad- 
ditional licenses when I intended to renew an existing license. I 
am happy to report that the new portal has helped me better man- 
age our firm’s anti-virus licenses, and perhaps it will help solve 
your license management issues. 





Do yo 


PAIN IN THE SPAM 
[have my Outlook junk rules set to Low, but Outlook keeps 
sending important email messages to my junk folder any- 
way. Short of disabling my junk rules completely, what can I do 
to prevent this from happening? 
I, too, find Outlook’s junk rules a bit ambitious, even at the 
lowest setting. I suggest you fine-tune your junk rule set- 
tings, as follows: 

1. Adjust default junk settings. From Outlook’s Home tab, se- 
lect Junk (from the Delete group), Junk E-mail Options. On 
the Safe Senders tab, check the two boxes labeled Also trust 
e-mail from my Contacts and Automatically add people I 
e-mail to the Safe Senders List. 







[Ontions{ Sate Senders | sate Redpients | Bloccea Senaers | international] 
{ ee E-mail from addresses or domain names on your Safe Senders List 
| qgill will never be treated as junk e-mail, 


|_| gemenie@nsaspeakerorg all | 
yy oy 
| | ser. progressive. 


| -urt from File. 
| | services@..peakers.com 
| |support@godaddy.com 









. Also trust e-mail from my Contacts 


‘ {¥] Automatically add people | e-mail to the Safe Senders List fy 


Sa 


2. Set up contacts. Each time you communicate with a new per- 
son, take a moment to set him or her up as a contact because 
Outlook will treat all messages from your contacts as safe mes- 
sages (based upon the setting adjustment made in step 1). To 
quickly add a contact, open the sender's email message, right- 
click on his or her email address, and then select Add to Out- 
look Contacts from the pop-up menu. Include any additional 
contact information you wish, and then click Save and Close. 
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3. Add Safe Senders. Next, visit your Junk E-mail folder and right- 
click on email messages that are not junk. Then, from the pop- 
up menu, select Junk, Never Block Sender. Repeat this process 
for each sender you wish to add to your Safe Senders list. (Tip: 
Instead of adding susan@irs.gov (for example), click the Add 
button and add @irs.gov to the Safe Senders list; that way all 
of your email messages from that particular domain name will 
be treated as safe messages.) 
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4. Move messages to your inbox (optional). To move messages 
from your junk folder to your Inbox, right-click on the email 
message and from the pop-up menu, select Not Junk. (This 
step is sometimes necessary because hyperlinks are not acti- 
vated and thus will not work for email messages read from 
the junk folder. In addition, HTML formatting is removed from 
email messages read from the junk folder.) 

Over time, these adjustments should help ensure the major- 
ity of emails are properly treated as safe messages. 


CPAs THINK BIG 

I see many new Windows 8 tablet PCs and touchscreen ul- 
oe hitting the market, but most of them are fairly small. 
lam currently shopping for a larger Windows 8 touchscreen ultra- 
book (with a fast solid-state drive) that is big enough to easily read, 
and with a keyboard large enough to easily use, but I can’t seem to 
find one. The ones I have found are either too small or don’t in- 
clude a touchscreen. Can you point me to some decent options? 

Lagree that many of today’s newer Windows 8-based mobile 

devices are too small to be fully functional. From my talks with 
manufacturers, it appears that many of their designers have mod- 
eled their new devices on the size of the Apple iPad. While a small- 
er mobile device with 10- to 14-inch screens may be adequate for 
checking email, reading, accessing webpages, and viewing photos 
and movies, this size device often falls short of meeting the typical 
CPA’s needs for data creation such as preparing large worksheets, 
running accounting systems, and preparing tax returns. 

However, some manufacturers do offer 15-inch and larger 

touchscreen ultrabooks, three examples of which are listed below. 





1. Asus Notebook—(Up to 17.3-inch display) (priced from ap- 
proximately $450 to $1,850). 

2. HP EliteBook—(Up to 17.3-inch display) (priced from ap- 
proximately $1,420 to $5,100). 

3. Sony Vaio E Series—(Up to 15.5-inch display) (priced from 
approximately $580 to $1,400). 
Like you, I find these larger devices are easier to work with, but 

they do weigh a little more and consume battery power a bit faster. 


OFFICE 2013 IS SO TOUCHY 
I recently purchased a touchscreen ultrabook with Office 
2013 installed, and I would like to learn more about oper- 
ating Word 2013 using the touch controls. Can you send me to 

a list of Office 2013's touchscreen controls? 

Microsoft offers the Office Touch Guide at tinyurl.com/ 
kcatd39. It includes instructional videos for using Office 

2013’ touch controls. Presented below are a few of Word 2013 

touch-enabling features to help you get started. 

1. Touch Mode. Touch Mode spaces the menu buttons farther apart 
on the screen so they are easier to tap with your finger. You can 
turn Touch Mode on by tapping the Touch Mode button (or the 
Touch/Mouse Mode button) on your Quick Access toolbar. 
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(If the Touch/Mouse Mode button does not appear on 
your Quick Access toolbar, you can add it by following the 
steps outlined in the January 2011 Technology Q&A item “I 
Command You,” page 63, or online at tinyurl.com/kjhqcwa.) 

2. Increase text size. To make text and objects bigger and easier 
to read on smaller touch-enabled devices, swipe from the right 
edge of the screen to reveal the Charms Bar, tap Search, tap 
Settings, enter the phrase Display into the Search box, and 
then select Display from the search results. In the resulting Dis- 
play dialog box, tap either Medium — 125% or Larger — 150%. 

3. Zoom in and out. Hold your finger and thumb against the 
screen and spread your finger and thumb apart to zoom in, 
or pinch them together to zoom out. 

4. Document scrolling. To scroll a document, press one finger 
against the screen and slide it in the direction opposite of that 
you wish to scroll. 

5. Display virtual keyboard. To display the virtual keyboard (as shown 
at the top of the next page), click the keyboard icon located near 
the bottom-right portion of the screen. To close the virtual key- 
board, click the X in the upper-right corner of the keyboard. 
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Join 1.3 million QuickBooks® Online users and 
see how easy it is to securely do business in the cloud. 


More and more, your customers are coming to expect their numbers to be in the cloud. With . kB ks 
QuickBooks Online, not only do you get the convenience and time savings of the cloud, but Quic 00 

also all the security you expect. Get your customers in the cloud today, and discover why 
QuickBooks Online is the leader in cloud-based accounting for small businesses* 


- Om ae 


Cate tlaatiaVcnsiels designed for accountants, at no cost to you. Visit FreeQuickBooksCloud.com 
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Six Technologies Worth Watching. 
By), Cartton Collins, CPA 


| 1, Microsoft Tags - Microsoft's new Tag technology is interesting because now evorybody 
2 } has a boar code reader in their pocket (via their smartphone with the free tag ceader 
apps) Give ica try by downloading the free Mkrosolt (ag reader to Your smartphone, 
shen scan tho Microsoft Tag shawn below. 












6. Read Mode. Office’ new Read Mode displays your document in 
full screen (as shown below), with each page arranged by columns 
so it can be more easily read on smaller touch-enabled devices. 
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To minimize screen clutter, most of Word's ribbons and 
menus are hidden in Read Mode. To navigate the document, 
swipe with your finger to turn pages (or tap the left or right 
page arrows); double-tap on objects (or double-click with your 
mouse) to zoom in on tables, charts, and images; or double- 
tap on the document to display a pop-up menu with options 
for highlighting, inking, or adding comments. To close Read 
Mode, from the View menu select Edit Document. 

7. Selection handles. To select text (so that you can copy, delete, 
move, or format that text), tap your finger on document text 
to display two selection handles, then tap the handles and drag 
them to highlight the beginning and ending points of your 
desired selection, as pictured below. 
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8. Select multiple objects. To select multiple objects in Word 
2013 using touch, tap one object to select it, then hold your 
finger on that object while tapping additional objects (this may 
require two hands). Once the objects are selected, you can 
drag the group to resize or reposition by sliding your finger 
across the page similar to using your mouse. 





EXCEL READER CHALLENGE 

In the August 2013 JofA, I challenged readers to solve an Excel 
problem in which a preformatted report fetched an ever-chang- 
ing last row of data. We received well over 200 solutions from a 
group of Excel-savvy CPAs. Though each solution was different, 
all of them worked properly and employed a wide range of cre- 
ative and imaginative approaches to solving the problem. In sum- 
mary, the readers employed eight basic approaches, with 
VLOOKUP being the most popular approach (used by 31.3% of 
the respondents), followed by the INDEX approach (used by 
29.3% of the respondents). The approaches | identified (and their 
frequency of use) are summarized in the chart below. 


Summary of Approaches Used 


| OFFSET 
| VLOOKUP 
7 es 





The solutions submitted showcase the ingenuity and indus- 
triousness of this column's readership, and while everyone who 
submitted an entry deserves recognition, I identified the solu- 
tions submitted by Michael Inouye, Laura Douglas, Larry Mose- 
ley, Robert Loudon, Trisha Allen, Brian Carle, and Benjamin 
Brenner as being especially noteworthy because they were effi- 
ciently written, contained clever formulas, and taught me things 
about Excel that I did not previously know. To view a more de- 
tailed summary of the submitted solutions, and to download more 
than 70 of these solutions (including the solutions from the seven 
individuals mentioned above), visit tinyurl.com/n56bphh. 





J. Carlton Collins (carlton@asaresearch.com) is a technology con- 
sultant, CPE instructor, and a JofA contributing editor. 





Note: Instructions for Microsoft Office in “Technology Q&A” refer to 
the 2013, 2010, and 2007 versions, unless otherwise specified. 
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J. Carlton Collins receives the JofA’s Lawler Award. 


JofA TECHNOLOGY RETROSPECTIVE WINS 
BEST ARTICLE AWARD 

J. Carlton Collins received the JofA’s Lawler Award for the best 
article of 2012. His article, “125 Technology Quick Tips,” 
which appeared in the June 2012 issue celebrating the AICPA’s 
125th anniversary, included hints and pointers on tech topics 
such as Excel, Word, Outlook, PowerPoint, iPads, smart- 
phones, Google, and websites. 

Collins is an author, lecturer, and technology consultant. He 
has published dozens of books and articles, delivered several 
thousand lectures, and assisted hundreds of companies with 
their accounting-system selection and implementation. He also 
writes the JofA’s popular monthly Technology Q&A column. 

The award is named for John L. Lawler, a former JofA editor 
and AICPA senior vice president. Winners are chosen annually 
by the JofA’s board of editorial advisers. 

A full list of past winners is available at tinyurl.com/m)xtff4. 

Submit your own article to the JofA. To learn more about 
opportunities to be published by the JofA, go to tinyurl.com/ 
cuguyow. 


MUKELABAI AWARD HONORS VOLUNTEER 
WORK AND COMMUNITY INVOLVEMENT 
Jeremy Dillard, a partner at Rivera, Jamjian & Dillard LLP in 
Los Angeles, received the Institutes Maximo Mukelabai Award 
for dedication to the advancement of the accounting profes- 
sion and his volunteer work within the community. 


The award recognizes a CPA under the age of 40 who per- 
sonifies an unwavering commitment as demonstrated through 
his or her successful practices, involvement, and contributions 
for the interest of the accounting profession. 

Dillard has volunteered for several AICPA committees, in- 
cluding serving as a current member of the governing Council 
and the Technical Issues Committee, and has contributed to 
multiple AICPA publications. He is also a member of the Cali- 
fornia Society of CPAs governing Council and was recently ap- 
pointed to CalCPA’s Accounting Principles & Auditing 
Standards committee. 

Dillard has been active in the Los Angeles community as a 
longtime volunteer for the Pasadena Tournament of Roses and 
East Los Angeles YMCA. He was recognized by Congress for 
his work on projects providing assistance to low-income fami- 
lies during the holidays, as well as his work with the Pasadena 
Special Olympics. He has also received the Presidential Service 
Award from the 
California Junior 
Chamber of Com- 
merce and has 
been recognized 
by the city of Los 
Angeles for his 
volunteer efforts. 

The AICPA es- 
tablished the 
award in 2011 as 
a tribute to Muke- 
labai, a member of 
the inaugural class 
of the AICPA 
Leadership Acade- 
my and the 
youngest chair of 
the North Caroli- 
na Association of 
CPAs board of di- 
rectors, who died 
at age 36. 


Jeremy Dillard (left) receives the Institute’s 
Maximo Mukelabai Award from previous 
winner Donny Shimamoto. 


CAQ AWARD GIVES RESEARCHERS 
ACCESS TO AUDIT PROFESSIONALS 

The Center for Audit Quality (CAQ) and the Auditing Section 
of the American Accounting Association (AAA) announced 
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INSIDE AICPA 


four winners of their inaugural awards 

program designed to facilitate account- 

ing and auditing academics’ ability to 
gain access to audit firm personnel 
who could participate in their research 
projects. 

The CAQ, which is affiliated with the 
AICPA, and the AAA Auditing Section 
established the program to help generate 
research on issues that are relevant to 
audit practice, while providing doctoral 
students and tenure-track professors 
with access to audit firm staff to com- 
plete data collection. 

A committee of senior academics and 
audit practitioners evaluated academic 
proposals based on factors including the 
ability to address important research 
questions that are relevant to practice, 
contribution to academic literature, and 
methodological soundness. 

From the nearly 50 proposals, the re- 
view committee selected the following 
four winners: 

m Ashley Austin, University of Georgia 
—TImproving Auditors’ Consideration 
and Disconfirming Evidence When 
Evaluating Complex Estimate Assump- 
tions (with Jackie Hammersley) 

@ Melissa Carlisle, Georgia Tech— 
Management Inquiry: Does Mode of 
Communication Matter? 

™ Marcus Doxey, University of Kentucky 
—TImproving Audits of Management 
Estimates: The Role of Effective Audit 
Committees and Public Materiality 
Disclosure (with Linda McDaniel and 
Bob Ramsay) 

@ Aaron Zimbelman, University of IIli- 
nois—Urbana-Champaign—lIs That 
Your Final Answer? Understanding and 
Improving Auditor Judgment Through 
Dialectical Bootstrapping (with Mark 
Peecher) 


RESEARCHER 
RECOGNIZED FOR WORK 
ON MANAGEMENT 
CONTROL AND CORPORATE 
GOVERNANCE 

David Erkens, assistant professor of ac- 
counting at the University of Southern 


www.journalofaccountancy.com 


California's 
Marshall 
School of 
Business, re- 
ceived the 
2013 Best 
Early Career 
Researcher 
Award from 
the Manage- 
ment Ac- 
counting 
Section of 
the American 
Accounting Association. 

The award, co-sponsored by the 
AICPA and the Chartered Institute of 
Management Accountants (CIMA), in- 
cludes a $2,000 grant given to the re- 
searcher with the best overall body of 
research in management accounting. 
Eligible research must have been com- 
pleted within the first five years of join- 
ing a faculty. 

Erkens received the award for his re- 
search on management control and cor- 
porate governance. His work examines 
the choice of performance measures in in- 
centive contracts; the use of equity com- 
pensation in R@D-intensive firms; the 
value of corporate governance during the 
financial crisis; and the role of accounting 
financial experts on audit committees. 


AICPA LAUNCHES ONLINE 
COMMUNITY FOR YOUNG 
CPAs 

The AICPA launched the Young CPA 
Network online community to help 
young CPAs establish connections with 
their peers, exchange ideas, and grow 
their careers. 

Hosted on aicpa.org, the communi- 
ty features content designed to empow- 
er and guide young CPAs along their 
professional journey. It allows AICPA 
members who have passed the Uniform 
CPA Examination and are ages 22-36 to 
create customized profiles and interact 
with their peers. To access the online 
community, visit tinyurl.com/n2cgt3} 
and register. oy 


David Erkens 
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OFFICIAL RELEASES 


ETHICS INTERPRETATION 


ETHICS INTERPRETATION 


THE ETHICS INTERPRETATION IS 
EFFECTIVE FOR ENGAGEMENTS COV- 


ERING PERIODS BEGINNING ON OR 
AFTER DECEMBER 15, 2014. 





Ethics interpretations are promulgated by the executive 
committee of the Professional Ethics Division to provide 
guidelines about the scope and application of the rules 
but are not intended to limit such scope or application. 
Publication of an interpretation in the Journal of 
Accountancy constitutes notice to members. A mem- 
ber who departs from interpretations or rulings shall 
have the burden of justifying such departure in any dis- 
ciplinary hearing. 


The Professional Ethics Executive Committee 
(PEEC) has adopted the following revised 
Interpretation No. 101-3, “Nonattest Services” (in 
part), under Rule 101 (AICPA, Professional Standards, 
ET sec. 101 par. .05). 


Interpretation No. 101-3, Nonattest Services (in 
part). Additions appear in bold italic. 


Before a member or his or her firm (member) per- 
forms nonattest services (for example, tax or consult- 
ing services) for an attest client,"* the member should 
determine that the requirements described in this 
interpretation have been met. In cases where the 
requirements of this interpretation have not been met 
during the period of the professional engagement or 
the period covered by the financial statements, the 
member's independence would be impaired, except 
as noted in the following paragraph. 





14. A member who performs a compilation engagement for a client 
should modify the compilation report to indicate a lack of independ- 
ence if the member does not meet all of the conditions set out in this 
interpretation when providing a nonattest service to that client (see 
Statement on Standards for Accounting and Review Services No. 19, 
Compilation and Review Engagements [paragraph .21 of AR section 
80]). [Footnote added, effective December 31, 2003, by the Profes- 
sional Ethics Executive Committee. Footnote renumbered by the re- 
vision of Interpretation No. 101-1, April 2006. Footnote subsequent- 
ly renumbered by the revision of Interpretation No. 101-1, March 
2010. Footnote revised March 2013.] 


Copyright ©2013 by American Institute of Certified 
Public Accountants, Inc. New York, NY 10036-8775. 
All rights reserved. For information about the procedure 
for requesting permission to make copies of any part of 
this work, please email copyright@aicpa.org with your 
request. Otherwise, requests should be written and 
mailed to the Permissions Department, AICPA, 220 
Leigh Farm Road, Durham, NC 27707-8110. 
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A member's independence would not be im- 
paired if the member performed nonattest services 
that would have impaired independence during the 
period covered by the financial statements, provid- 
ed that all the following conditions exist: 

a. The nonattest services were provided prior to 
the period of the professional engagement, 

b. The nonattest services related to periods prior 
to the period covered by the financial state- 
ments, and 

c. The financial statements for the period to 
which the nonattest services relate were 
audited by another firm (or in the case of a 
review engagement, reviewed or audited by 
another firm). 


Cumulative Effect on Independence When 
Providing Nonattest Services 


This interpretation includes various examples of 
nonattest services that individually would not 
impair independence because the safeguards con- 
tained in the general requirements of this interpre- 
tation reduce the self-revicew and management 
participation threats to an acceptable level. 
However, performing multiple nonattest services 
can increase the significance of these threats as 
well as other threats to independence. 


Before agreeing to perform nonattest services, the 
member should evaluate whether the performance 
of multiple nonattest services in the aggregate cre- 
ates a significant threat to the member's independ- 
ence that cannot be reduced to an acceptable level 
by the application of the safeguards contained in 
the general requirements of this interpretation. 


In situations where a member determines that 
threats are not at an acceptable level, safeguards 
in addition to the general requirements of this 
interpretation should be applied to eliminate the 
threats or reduce them to an acceptable level. If 
no safeguards are available to eliminate or reduce 
the threats to an acceptable level, independence 
would be impaired. 


For purposes of this interpretation, the member is 
not required to consider the possible threats creat- 
ed due to the provision of nonattest services by other 
network firms within the member's firm’s network. 


[This section, “Cumulative Effect on Independence 
When Providing Nonattest Services,” is effective 
for engagements covering periods beginning on or 
after December 15, 2014.] 
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THE LAST WORD 


| played college basketball at Seton Hall 
and finished in 98 with my master’s in 
business management with a concen- 
tration in accounting. After I graduated, | 
played every day. Basketball was a part of 
who I was, so | played on semipro teams, 
traveling teams, and recreation teams. | 
played on the teams that play at various 
colleges for preseason exhibition games. 
So I was never disconnected from it. I was 
always training. 


In April 2000, | attended a tryout for the 
Indiana Fever, which was beginning its 
inaugural season as a WNBA expansion 
team. About 200 women participated in 
open tryouts. I was the only one who 
eared a spot on the team. I was working 
for PricewaterhouseCoopers in the New 
York office, and I took a leave of absence in 
the summer to play. When we came to 
Madison Square Garden to play New York, 
people from the office came in huge num- 
bers. Even people I'd never met, they just 
heard I was playing, and they were there 
cheering. I didn’t get to play in that game, but they had such a 
good time just watching it. A lot of them had never even seen 
college women’s basketball. But to see women’s basketball up 
close at that level, they're like, “You all are just phenomenal. We 
just didn’t think you had that ability.” Sharing it was a blast, and 
I went out with people afterward to celebrate. 


| was with the team one full season, and in preseason right 
before the second season, | tore the anterior cruciate liga- 
ment in my knee while playing in a recreation league to 
stay in shape. I was very fortunate because the Fever paid for 
my surgery and treated me like I was part of the team while | 
was rehabilitating. Obviously, I couldn't travel because I wasn’t 
officially on the roster, but I went to all the practices, all the 
community events. And then the next year there was a coach- 
ing change, and skill sets change. I came back, but the oppor- 
tunity didn’t present itself again. And I tried to get back into 
the league for a couple years after that, but as you get older, it 
becomes harder and harder to train for that level of basket- 
ball. When you're an athlete, your sports career is only going 
to last for so long. So I decided to move on and put my ener- 
gy into work. 
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Texlin Quinney, CPA (left, a former Seton Hall and WNBA women’s basketball player) 
Project Financial Manager 
Ericsson Inc. 
Atlanta 


I’m playing a dual role right now for Ericsson as a project 
financial manager in Atlanta. I’m transitioning to be a full 
team lead on a particular account, but I’m also a team member 
who supports project managers in their day-to-day project 
operations. I make sure we review their financials, make sure 
they adhere to their budgets. 


My experiences in basketball helped me a lot in my career 
as a CPA. Obviously, whenever you're in a competitive envi- 
ronment, it prepares you. There are good days, and there are 
bad days. There are days when you are the top performer, and 
there are days when you’ve screwed up and made a mistake. 
Sports should teach you how to own up to them, how to go 
about correcting them, and how to move forward. 


| was a hardworking, well-conditioned player, so when | 

was in a tryout and people got tired, | was just getting start- 

ed. It’s like that at work, too. You pace yourself. You prepare 

and you go for it. I still do that. That’s the only way I know how 
to be. I'm always trying to be one step ahead. 

—As told to Ken Tysiac, ktysiac@aicpa.org, 

a JofA senior editor. 
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